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EXECUTIVE SUMMARY

A. INTRODUCTION
Summary Findings

The State of dectricity sector reform in Dominican Republic isimpressve. Ina
relatively short period of time, snce 1997, a substantia number of structurd, financid
and policy changes have been implemented for supporting market reform. During the
first generation of reforms, Governrment has made definite legal commitments thet
address how the sector is organized and regulated, and how the private sector isinvolved.
A number of aspects of the restructuring are very postive. All the mgor entities needed
for a successful restructuring are in place, and the sector isin atrangtiona phase or its
“second generation.” That trangtion is being felt throughout the sector, and there appears
to be a solid consensus by many top policy leaders to make the restructuring a success.
Many positive steps are being taken to address the issues and there is strong momentum
to make the reforms successful.

However, as Section 3 of the Report reflects, there are a number of mgjor issues
that Government needs to address to remedy sector flaws. Our findings show that an
aray of “growing pains’ exist asto how the sector is currently operating and these issues
arelayered and, in certain areas, complex. Establishing more stable and predictable
operations in the sector is not just a matter of reassgning business functions from the
Government to the private sector, but requires the definition of legitimate business
functions as part of reform. Now, as the second generation of reforms are implemented,
the Government must address these “growing pains” in atimely and srategic manner in
order to secure the reforms achieved to date.

Government needs to clearly state its reform objectives and complement those
objectives with ingtitutional capacity needed to support those objectives. Timing is
important. If inditutiona capacity is not timey and sufficiently upgraded to guide
reforms, then management of the sector will become (and dready has shown signs of
becoming) reactive as opposed to being predictable. Reactive sector management results
in neglecting other aspects of the sector each time aparticular criss emerges.

Furthermore, the financid viability of the sector, especidly at the digtribution levd, is
criticd to the long-term sustainability of the reforms and must be addressed in atimdy
manner.

The sector continues to be plagued by serious problems, such as the Cogentrix
plant remaining off-line since October 2002 due to a dispute with the Government, high
pricesfor dectricity but low quality of service, controversy regarding Union Fenosa and
its performance under its management contract, heated debate about the success of the
reforms, some advocacy for re-inditutionalizing the sector under Government control,



demongtrations by the public before the Congress and elsawhere about the poor quality of
sarvice, and other problems. Some of these problems have reached such aleve of
concern that donor agencies may withhold further financid assistance until aclear
resolution isin ght and it is evident thet the availability of financid assistance will

result in dgnificant long-term sustainability of the sector. Private investors remain
uncertain as to whether their confidence in this market will be restored. The international
investment community is unlikely to view investment in the Dominican Republic

favorably while these issues are pending resolution.

The Team and Mission'

In late 2002, the Government requested assistance from the US Agency for
Internationa Development (USAID) in evauating threats to sustaining its reform efforts
with the purpose of proposing strategies or specific actions that will assure the long-term
success of the reforms. The team, congsting of two lawyers, an engineer and a politica
scientist was assembled to conduct this assessment of the sector. The assessment was
conducted between October 2002 and January 2003.

Our Mission was to complete an objective, quditative analyss of the sector to
identify those aspects of the sector that are functioning reasonably well, to identify those
aspects of the sector that are failing to function well, either because of the way the sector
is structured or for other reasons, and to make recommendations on how to improve the
operation of the sector in order to maintain the sugtainability of the reforms. The
examination is expected to provide some insight, anong other things, into whether the
architectura design of the sector should be modified, whether the governance
mechanisms are satisfactory, whether appropriate checks and balances exist and other
related issues.

The Report?

The findings presented in this Report are based on (i) previous reports and studies
prepared by sector entities, donor agencies, and the companies, (i) semi-structured
interviews conducted in-country with key persons and entitiesin the sector, and (iii) data
and other information provided to us by various public and private entities, including
those that operate within the sector. Over aperiod of approximately four months, two in-
country vists were conducted. The team met with numerous organizations and
companies that operate in the sector, including, among others, the National Energy
Commission (CNE), the Superintendency (SIE), the Coordinating Organism (CO), the
two capitalized generation companies (Haina and Itabo), CDEEE (the state-owned
holding company for the transmission and hydrodectric facilities), the three distribution

! Simone Lawaetz, Program Analyst in USAID (EGAT Bureau/Office of Energy) facilitated this activity
and traveled with the team, attended team meetings and assisted the Team in its analysis of theissues.
Firras Traish of AEAI, provided research, coordination of team activities and compilation of the final
report.

2 A Spanish version of thefinal report will be prepared. Spanish terms used herein are intended only to
clarify and provide continuity with those familiar with the sector.



companies (EdeNorte, Edeste, and EdeSur), the Dispatch Center, the World Bank, the
InterAmerican Development Bank, and other organizations.

Although this Report is designed to be more quditative than quantitetive, we dso
requested data from some of the companies about their organizations, in order to gain a
genera sense about the companies operations, staffing, organization and collections.
Our Report is not intended to resolve every issue that is raised, due to limited time and
resources, but it may lead to subsequent, more detailed assessments on targeted topics
and issues that were uncovered during our review. Technicad and socid impact issues
were not thoroughly addressed, but the World Bank is expected to conduct in 2003 anin-
depth socia impact assessment that should complement these findings.

We have separated our findings into three Report sections: Section 1 presents an
updated review of the sector; Section 2 presents our analysis of the ingtitutions, market
operation and financing of the sector; and Section 3 presents our team recommendations
asthey rdaeto key findingsin Section 2. The recommendations in this Report, athough
critical a times, are intended to be helpful to al sector players. We hope the
recommendations will be reviewed and eva uated by al sector players, and gppropriate
steps take to implement the recommendations, after careful review of their relevance and

gpplicahility.

B. FACTUAL FINDINGSAND KEY THREATSTO SUSTAINABILITY OF THE
REFORM EFFORT

Basad on our review, we have made a number of factud findings, identified
certain threats to the sustainability of the reform efforts, and formulated a number of
recommendationsin order to overcome those threats. A summary of our key findingsis
et forth below; more detail and additiona findings are provided in Section 2.

1. Structural and Organizational | ssues

The basic organization of the sector is sound and includes the key ingtitutions thet
we expect to see in contemporary restructured markets. We find that the sector is
supported by permanent ingtitutions as well as temporary, programmatic ingitutions
intended to address targeted issues for alimited period of time. The man permanent
inditutionsinclude:

3 We note that any information that was given to us by the companies and other organizations was done so
voluntarily and that we have no subpoena power or other powers, such as requiring statements under oath,
normally associated with formal investigations. Nor isit the purpose of this project to conduct aformal
investigation of that nature. We note that other Governmental organizations, such as the Superintendency,
are authorized and more fully staffed to conduct such investigations. Therefore, although we deem the
information given to us as reliable, we cannot determine with certainty the veracity of that information or
whether there were substantial omissions of relevant information.

10



The Nationd Energy Commisson (CNE) which serves asapolicy and
planning entity that is part of the Executive Branch and reports to the
Presdent;

The Superintendency (SIE) which is an independent regulatory
organization composed of savera commissoners gppointed by the
President for fixed terms that oversees the operation of the sector,
assures consumer protection and has enforcement powers

A spot market that is based on bidding and merit order ranking thet is
operated by a pool or private organization—in this case, the
Coordinating Organism (CO)--that establishes rules and
payment/collection procedures for those who participate in the spot
market;

A Dispatch Center that dispatches power based on ranked bids and
long term contracts;

Other Governmenta organi zations and Minigtries such asthe Ministry
of Finance, etc., that advise the Office of the President on policy
issues, rurd dectrification and energy efficiency. Thisincludesthe
Presdentid Commission for the Sustainability of Electricity Reform
which isan advisory body comprised of five senior advisorsincluding
the Minigter of Finance, Superintendent and Executive Director of
CNE.

The primary temporary programmeétic ingtitutions include the Anti- Fraud Unit
(PAEF) and the Blackout Reduction Program (PRA) which are assessed in detall in
Section 2.

Institutional Flaws

Although dl the basic architectural e ements of the sector arein place, the sector
isnot operating asit should. There are severd reasons for its limited success.

In some cases, thisis due to “growing pains’ as the sector players learn their
respective roles and how the roles relate to the other sector players. Questions seemed to
emerge from the sector players about these roles and the jurisdictiond limits of these
entities. For example, some sector players may not fully understand the role of the
Superintendency vs. the role of CNE or they may not understand the role of the
Superintendency vs. the Coordinating Organism. Although the basic concept of these
entities seemsto be clearly understood, e.g., SIE isthe regulator, there is some confusion
when actua issues are presented, e.g., who has authority to audit variable costs (SIE vs.
CO), who should address certain technical requirementsin the sector (SIE vs. CO), etc.

Smilarly, the entities themsdves are learning the limits of their own jurisdiction,
and this learning process can result in some confusion among themselves and the sector
players. For example, the Superintendency and CNE, or the Superintendency and the
Coordinating Organism are in the process of exploring ther jurisdictiona limits and are
learning how to relate to each other. Notably with regard to CNE and SIE, there are

11



certain legd provisons, described in Section 2, that define jurisdictiona limits that we
find to be ingppropriate.

The concept of independence of the Superintendency is one of the most critical
issues in sector reform. We suspect that this concept of independenceis not clearly
understood by dl sector players.  Although SIE isindependent, that independence does
not preclude, for example, the Superintendent from being ateam player with other
Government agencies, e.g., sharing generd policy views and discussions about sector
issues, discussing probable initiatives that SIE or other sectors could undertake, etc. The
concept of independence emerges when SIE has amatter pending before it and must
make a decision about that matter, e.g., after SIE initiates a rulemaking proceeding,
initiates an investigation or receives an gpplication. SIE must be careful to prevent--and
the public and other Governmental agencies should not seek to engage in--any ex parte®
communications on any matter pending before the Superintendency.

In addition, agenerd lack of information for market players and customers
creates ambiguity in understanding the exact roles and limits for sector inditutions.
Furthermore, Government’ s participation in the sector remains significant — as policy-
maker, shareholder, enforcer, market participant, provider of subsidies and consumer--
and these roles, which often have conflicting objectives, create confusion when
Government speaks or acts.

In other cases, some sector players smply are using old, accustomed methods
known to achieve results, and hence they bypass the new, legally established procedures.
For example, we heard a number of anecdota stories about the independence of the
Superintendency and how some sector players bypass the forma appeal process and seek
results a higher palitical levels, such asthe Office of the Presdency. We dso heard
dtories about how some poalitical entities, including the Office of the Presdency may
attempt to influence the decision-making process of the Superintendency on matters
pending for decison or on matters which have aready been decided. Thefact that this
view exigts, whether such conduct is actual or only perceived, tends to exaggerate the
problem, meaning that if sector players believe that others are successfully doing it, there
isno reason why they aso should not do it. The Rules of Procedure for SIE and CNE do
not seem clearly defined or well understood by the sector. Improving the trangparency of
these procedures and educating the sector about these Rules should help in promoting
their use.

In some cases, there are problems with the actud jurisdiction and dlocation of
functions in the architecturd structure of the sector, aswell as the manner in which the
entities are implementing their jurisdiction, that may inhibit the proper functioning of
each of those entities. For example, the Coordinating Organism has not yet issued
bylaws, or more specificdly, the terms of agreement that the members agree to when they

4 An “ex parte communication” isacommunication (orally or otherwise) made by someone other than an
SIE employee to an SIE employee, such as acommissioner or office director, outside the designated legal
process, about a matter that is pending before SIE, which may influence, or may have the appearance of
influencing, SIE’ s decision on that matter.



join the CO. Failure to have clear terms and conditions for membership and market
operation can adversely affect performance of thisimportant entity. These problem areas
are explored in greater depth in Section 2.

The purpose and role of the Presdentid Commisson for the Sustainability of
Electricity Reform, which serves as an advisory council to the Presdent, needsto be
carified. Although smilar advisory groups are used worldwide, the compostion of these
groupsis generdly more independent and does not include indtitutiond directors. Inthis
instance we caution that this Commission may become more than an advisory body for
the President and may begin to supercede the roles intended for CNE, SIE and possibly
other inditutions. This evolution of the Commission would be detrimentd to the
ingtitutional structure required for the sector to operate in atransparent and predictable
manner.

Regarding the two temporary programs—the Anti- Fraud Unit (PAEF) and the
Blackout Reduction Program (PRA)—we find that these programs are useful and cregtive
trangtiona programs, but thet, in their present form, they should not become part of the
permanent inditutiond setting in which the sector operates.

2. Market Operation

Problems continue to plague the operation of the market, despite a generd
consensus that the CO is performing well and is responsible for many of the successesin
the market. Some of our findings about market operation that thresten the sustainability
of the reformsinclude:

Distribution companies engage in load shedding of non-paying neighborhoodsin
order to reduce low collection rates,

Generation companies take their station off line, even if ranked for dispatch,
because of the fear of non-payment, and it is unlikely such conduct is an effort to

mani pul ate pot prices,

Private sector participation in transmission and hydroelectric facilitiesis severely
limited dueto lega requirements that the Government own dl transmission and
hydro fadilities;

There are conflicting views, primarily between the Government and the
companies and the donor agencies, whether the transmission system is capable of
handling full dispatch of all generation;

Technical losses for the transmission company are high for asystem of this
magnitude and needs to be reduced through investment and upgrades,

Transmission constraints exist primarily between the north/south corridor, which
become apparent when northern generation units are off line;
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There are complaints that the transmission system cannot properly deliver power
to the distribution systems at the city gates and that technical upgrades are needed
to improve ddivery capability;

The jurisdiction of the Coordinating Organism vs. the Superintendency is unclear
on some matters, and in some cases, neither has shown a desire to address sector
problems.

High toll surcharges, pursuant to S E Resolution No. 15-2001 discourage
customers from switching energy suppliers, even though entitled to do so under
the July 2001 Law.

Tax benefits are encouraging the installation of small generation units of less
than 4MW (distributed energy), but some generation units may be reselling and
distributing the power without a concession from SE.

3. Collectionsand Financial Viability of the Companies

Thefinancid viability of the companiesis criticd to the long term sustainability
of the reforms, i.e., companies need to make money or they will leave, either voluntarily
or involuntarily. The following summarizes some key findings on thisissue.

Improving collections at the distribution level continue to be a high priority; cash
flow to the transmisson company and the generation companies sarts a this
callection point which isthe “cash register” for the system.

The distribution companies seem to have taken aggressive measures to collect
from non-paying customers who are capable of paying, but further measures may
not be effective unless there are Government prosecutions or other stepsto deter
theft, meter tampering and other fraudulent conduct.

Government payment for services should be improved.

The general public is dissatisfied with the distribution companies, and does not
trust the meters or the billing process. Spot checks by Protecom as a result of
customer complaints have found a number of meters inaccurate by as much as 30
percent (in favor of the distribution company) and billing cycles often extend

more than 30 days, e.g., 34 or 36 days.

Non-technical losses remain high, despite the willingness of upper and middle
cassindividudsto pay for dectricity if the quality of serviceis improved.
Continued intermittent blackouts, whether due to load shedding, insufficient
generdion due to generators being taken off line, or other technical mafunctions,
continue to fud the culture of non-payment.
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Distribution companies are experiencing high technical losses.

Other factud findings and threets to sustainability are set forth in Section 2 of this
Report.

C. RECOMMENDED STRATEGIESTO OVERCOME THREATSTO
SUSTAINABILITY OF REFORM

Section 3 of the Report setsforth in detail a number of steps and strategies for
improving the sustainability of the reforms. However, based on the summary of issues
st forth above, the following are some of the key recommendations for overcoming
threets to sustainaility.

1 Structural and Organizational Recommendations

Severd factors are chdlenging the efforts to establish new and viable sector
inditutions: (i) dowly changing customer expectation of low-cost or free eectricity, (ii)
digtribution companies seeking high rates of return, and (jii) alack of publicized
Government strategy to the “second generation” of sector reform. In addition, the
ingtitutions operate in a highly politicized environment while promoting new approaches
to sector operation and oversight. These recommendations target inditutiond gapsin the
immediate and medium-term of this stage of reform.

Publication and periodic updating of the Government’ s strategy for sector reform
including how it will address subsidized cusomers, private investment, and the

overdl inditutiond roles and respongbilities that provide for transparent and
predictable “checks and balances’ for how the sector functions.

The Office of the President needsto “ step back” during this transition period and
alow the sector indtitutions, and customer and investor confidence in those
inditutions, to grow.

S E must be recognized as a fully functioning independent regulatory agency, and
interference with the independence of the Superintendency should end. Sector

players must learn to use the SIE processes and the appedl process for decisons

that they do not agree with. Recourse to the Office of the President or other

political agencies to change unpopular decisons must end, and those agencies,

and the Office of the President must stop being receptive to those appeals.

The close relationship between CNE and S E should be eliminated, thereby
grengthening SIE’ s independence and enforcing CNE’srole as a policy and
planning agency. Theseissuesinclude CNE s tie-breaking authority over SIE
decisons, CNE' s authority to review SIE decisons, and CNE' s superior
rulemaking authority relative to SIE’ s authority to issue resolutions. SIE should
derive rulemaking authority directly from the Satute;
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The capacity of CNE, SIE and other institutions should be strengthened through
development of organizationa plans, published work plans and annud reporting
systems. SIE will benefit from more detailed job descriptions, s&ff training,
improved technology as needed to gather sector data, including a computerized
docket and numbering system for tracking cases and pleadings.

Both CNE and S E should issue Rules of Procedures for rulemaking and other
decision-making processes to ensure full trangparency and due process
considerations. These procedures should encourage more public participation in
SIE’ s decision-making process, in some cases, through participation of groups
and caditions, e.g., consumer, indugtria, commercid, and agricultura advocacy
groups.

The CO should finalize its legal, financial and governance rules, including the
calculation of member dues, so that al sector players understand the terms and
conditions under which the market is operating.

The structure of the Board for the CO should be revised by giving greater
representation to the private sector, possibly based on the following groups with
one vote per group: dl generation (including EGEHID); transmisson (only

ETED at thistime); digtribution; large users; afifth group (possibly regulated
consumers).

Public information about the role of, status of and Gover nment’ s intention for the
Commission on the Sustainability of Electricity Reform should be clarified
immediately.

The Anti-Fraud Unit (PAEF) seemsto be fulfilling a useful function, but, in order

to prevent this program from perpetuaing itsdlf, the order establishing PAEF
should have a “ sunset” provision so that it will automatically terminate unless
explicitly extended. The program should receive appropriate funds from the
Government, and any direct funding through the collection of fines or pendties
should be terminated.

Protecom is one of the more efficient and new indtitutions designed to handle
consumer complaints. Among other things, Protecom should establish more
offices throughout the Dominican Republic in order to provide consumers better
access to this organization. Consderation should be given to amending the July
2001 Law so that Protecom is funded exclusively through the congtitutional
budget process and not directly through pendtiesthat it assesses and collects

The Superintendent of SE should not be allowed to serve as the President of the
Coordinating Organism; alesser role, such as non-participatory attendance at CO
meetings should be consdered,;
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2. Market Operation

Some of the changes for improving market operation are listed above, such as
having the CO issue by-laws for its members, and amending the July 2001 Law to alow
better representation of the private sector on the Board of the CO. Other
recommendations for improving market operation include the following.

The commercial information system required by the Reglamento should be
installed and the CO should conclude its studies, if it has not dready done so, on
ingaling acentral data collection system. Ingdlation of both these systems will
ensure proper settlement of market transactions.

SE Resolution No. 15-2001, which imposes a heavy toll surcharge on consumers
switching from their distribution company to other upstream sources of

electricity, should be rescinded so that the market can be opened up and the
provisons of the July 2001 Law alowing consumersto switch can be
implemented;

S E should increase its vigilance of the horizontal integration of the market.
Among other things, the Haina—Itabo merger should be carefully andyzed for
antitrust consderations, and possibly be regjected, for itsimpact on the market and
the consolidation of market power into one entity;

S E should increase its vigilance of the vertical integration of the market.
Affiliate contracts should be carefully scrutinized to determine whether they
contain “arms-length” bargaining terms, and if not, gppropriate action should be
taken.

S E must evaluate the current level of transmission tolls and revenues collected by
ETED relative to the long-term operation and expansion needs of the
transmission system, according to the parameters of the July 2001 Law and the
Reglamento. Any shortfals should be corrected through a gradud adjustment of
tollsthat alows for the efficient operation and expanson of the system in the

coming years.

S E should increase its vigilance of accounting practices by the distribution
companies and consider implementing appropriate regulatory accounting
standards s0 as to improve transparency of the distribution companies.

Expansion of the transmission sector, dthough initidly suggested through studies
conducted by CNE, ultimately should be decided by the CO so that members can
discuss and come to agreement on transmission issues. Ultimately, CO decisons
on trangmission should be subject to review by SIE.
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Efforts should be made to improve private participation in hydroelectric
development and new transmission lines. Build-Own-Transfer and other smilar
arrangements should be aggressively explored to dlow private sector

participation;

The CO should establish and publish a method for evaluating the economic value
of dectricity from hydro generation so that that the hydro units and the private
sector can better assess their market revenues.

The CO should enter into discussions with market participants to identify any
current ambiguitiesin the calculation of ancillary services prices, and CO
procedures and public reporting should be amended as required to correct any
such problems.

The S E should determine whether some small generation units that receive tax
incentives (4 MW or less) are reselling power and acting as distribution
companies without a concession and take appropriate action.

3. Collectionsand Financial Viability of the Companies

Thefinancd viability of the distribution companiesis critica to sustaining the
sector reforms. Subgtantia efforts have been made to improve the financia condition of
these companies, but additional steps can be taken.

On the matter of collections, Government must improve its payment for
electricity, nothing short of 100 percent. Asaleader in the sector, the
Government cannot continue to be a delinquent consumer.

The distribution companies should understand that they are service companies.
They should take further steps to improve customer relations through promaotion
campaigns and other good will programs, induding improving customer
understanding of payment options, and improving accuracy in metering and

billing.

The 2.75 percent management fee that the distributions companies receiveis
confusing and needs to be clarified, e.g., applied to collections and not amounts
billed.

The Government should review its legal options under the management
agreementsto clarify the distribution companies obligations to transfer
technology, improve service and make investments in the system.

The program that penalizes distribution companies for load shedding (July 2001

Law, Art. 93) needs to be coordinated with the PRA program so that distribution
companies are not pendlized for participating in PRA.
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4, Statutory Amendments
Consideration should be given to amending the July 2001 Law asfollows:

The close relationship between CNE and S E should be eliminated, thereby
grengthening SIE’ s independence and enforcing CNE’srole as a policy and
planning agency. Theseissuesindude CNE stie-breaking authority over SIE
decisons, CNE' s authority to review SIE decisions, and CNE' s superior
rulemaking authority relative to SIE’ s authority to issue resolutions. SIE should
derive rulemaking authority directly from the statute;

The Superintendent of SE should not be allowed to serve as the President of the
Coordinating Organism; alesser role, such as non-participatory attendance at CO
meetings should be consdered,;

The structure of the Board for the Coordinating Organism should be revised by
giving greater representation to the private sector, possibly based on the
fallowing groups with one vote per group: al generation (including EGEHID);
transmission (only ETED &t thistime); didribution; large users; afifth group

(possibly regulated consumers).

Private sector participation should be alowed in the development, operation and
ownership of hydrodectric facilities and tranamisson facilities.
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1.0 INSTITUTIONS, INCENTIVESAND THE POLITICAL ECONOMY OF THE
POWER SECTOR REFORM

Section 1.0 provides an overview of the eectricity sector, its historical
development, and the ingtitutions and market as they existed a the time of this Report.

11 REFORM IN LATIN AMERICA

In many Latin American and Caribbean countries, the motivation for reform was
clear and compelling. Electric power organizations experienced difficulties in atracting
investment capita, had little incentive to expand service, and often did not deliver
reliable and cost-€effective services to consumers.  The state-owned monopolies lacked
incentives for efficiency, accumulated huge financid deficits, and functioned as politicd
patronage machines for politicians and specia interest groups.  Government subsidies
were poorly targeted and misallocated, and the expansion of service, especidly to low-
income groups was inadequate and inefficient. The poor financia performance of Sate-
owned enterprises drained Government budgets of funds needed for urgent socid
investments, and contributed to a broader financia crigs in many nations.

The power sector reformsin the region were generdly modeled on reforms implemented
in Chile. Latin American countries and other countries trandforming their economies,
restructured the electric sector in order to relieve Governments from onerous financia
burdens, to attract investment capital to the sector, and to ensure economic and financia
efficiency while megting socid and environmentd obligations. Competitive markets
would provide incentives, and both domestic and foreign private capital would be used to
rgjuvenate the companies. The state would reduce its role, or completely withdraw, as
owner and operator, and assume the role of an independent regulator that would balance
the interests of investors and consumers. Expansion of the sector to low-income
populations could be met by transparent public expenditures appropriated for that
purpose.

Although significant reforms have taken place, many aspects of the reforms clash
with the inditutiona and technologica capacity of the region, posing threats to
sudanebility.

12 REFORM IN DOMINICAN REPUBLIC

In 1997, the Congress of Dominican Republic passed and the Presdent signed
ggnificant legidation desgned to initiate reformsin the dectric utility sector.

Since 1955 and until that law was enacted, the dectric utility sector conssted of
centraized, Government-owned service, which was owned and controlled by the
Dominican Corporation of Electricity (Corporacion Domincana de Electricidad - CDE).
By the time the 1997 Law was enacted, the sector was plagued by sgnificant problems
and extreme inefficiencies. Among other things, the sector was experiencing a shortage
of generation capacity compared to demand, and bottlenecksin the transmisson sysem
prevented delivery even when supply and demand otherwise could be balanced.
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Blackouts in urban neighborhoods and regions of the country were common, and
technical and non-technica losses for the distribution system were extremely high. Due
to Government ownership of the sector, changing Government rules affecting the
operation of the sector, and strong palitica influence in dl aspects of the sector including
tariffs that were set by political branches of the Government, the sector suffered from
severe ingfficiencies and failed to attract investment capital dueto highrisks. The
generation sector relied heavily on oil asthe fud for generation, and changing oil prices
caused sgnificant fluctuations in operating cods. The Government provided substantial
subsidiesin the form of fue subsidies and subsidiesto end users, which resulted in
increasing Government debt. The Government-owned entities had little or no incentive
to improve the fadilities, to improve collections or efficiency in operations, or to improve
qudity of service. In short, the sector wasin astate of criss and required a complete
overhaul.

Enactment of the 1997 Law set into motion a series of events designed to address
that criss, which included, among other things, the subsequent enactment of additiona
legidation in July 2001. Commencing in 1997 and extending to the present, the
Government has implemented a number of measures under those two laws to advance its
reforms efforts. After enacting the 1997 Law, the Government separated CDE into
distinct generation, transmission and distribution entities and subsequently capitaized the
generation entities (except for hydro) into two separate generation companies and the
digtribution entities into three separate companies. Private companies obtained a
subgtantial minority share in those companies, with the Government owning the other
substantid minority share. A new state-owned entity, CDEEE, was crested to hold the
hydrodectric and transmission facilities and to retain control over the operation of those
facilities. A new spot market was created for bidding and merit order ranking of those
bidsfor digpatch. A new sdlf-regulatory organization, the Coordinating Organism, was
established to set the rules for thet market and to coordinate its operation. The National
Energy Commission (CNE) was created as the policy arm of the Executive Branch of
Government to oversee the broad operation of the eectric sector and to make
recommendations about the sector, including planning and expansion of the sector. An
independent regulatory agency, the Superintendency, was created and granted broad
powers to enforce the regulations for the entire sector, including the spot market. Inan
effort to further restructure the operation of the market, existing long term Power
Purchase Agreements that were under the administration and control of CDEEE were
renegotiated and are in the process of being transferred from CDEEE to the distribution
companies. Improvements were madein fuel diversfication, including the introduction
of liquefied natural gas (LNG) by early 2003. Fue subsidies were diminated and cross
subsidies among customer classes were substantialy reduced.

The following are some of the mgor milestones that have occurred since 1997:

In 1997, the Public Enterprise Reform Act, Law No. 141-47 is enacted and
provides a capitalization modd for CDE.

In 1998, CDE is restructured into eight new companies—three digtribution
companies (EDENORTE, EDESUR AND EDESTE), two thermd generation
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companies (EGE-Itabo and EGE-Haina), and a hydrodectric and transmission
company (EGEHID and ETED, respectively) held as subsdiaries of the newly
created parent holding company, Corporacion Dominicana de Empresa Electrica
Edatal (CDEEE).

In 1998, the three distribution companies and two therma generation companies
are capitdized. The private sector and the Government become substantial
minority shareholdersin the companies, with neither entity holding amgority of
shares. That capitaization resulted in the following ownership and structure in
the sector:

Table 1
Capitalization of the Sector

Company Activity I nvestor
Itabo Generation (thermal) Gener (Chile) and Coastal (USA
Haina Generation (thermal) Seaboard and Enron (USA)
EdeNorte Distribution Union Fenosa (Spain)
EdeSur Distribution Union Fenosa (Spain
EdeEste Distribution AES (USA)
CDE Transmission and Hydro 100 percent Government Owned

Generation

On March 18, 1998, the Superintendency of Electricity (SIE) is created by Decree
asadivison of the Minigry of Industry and Trade to promote, regulate and
monitor the e ectric sector.

On October 29, 1998, the Ministry of Industry and Trade promulgates Resolution
No. 235 establishing aregulatory framework for the sector.

On October 30, 1998, the Ministry of Industry and Trade issues Resolution No.
237-98 dlowing digtribution companiesto trandfer al cost increments to the tariff
rate.

In December 2000, the Minisiry of Industry and Commerce issues Resolution
SEIC No. 283-2000 which creates afud subsidy.

Decree No. 744-01 isissued, alowing the Government to pay the debt, through
February 28™", 2001, to IPPs with funds allocated to Fondo Patrimonial parael
Desarrollo (FONPER), according to Law No. 141-97, the Law of Public
Enterprise Reform.

In July 2001, Law No. 125-01 (hereinafter the “July 2001 Law”) is gpproved,
which, among other things,



(1)  mandates the separation of CDE into a holding company (CDEEE)
conggting of atransmisson company (ETED) and a hydrodectric
company (EGEGID) as wholly-owned subsidiaries,

(20 formadly creates the Office of the Superintendent of Electricity (“SIE” or
the " Superintendency”),

(3)  formadly recognizes the Coordinating Organism (the “CO”) to coordinate
the activities of the wholesde market, and

(4)  crestesthe Nationa Energy Commisson (“CNE”) which, among other
things, has the authority to issue regulations, anticipate and plan for the
needs of the sector, gather information about the sector, and promote

private participation.

On July 18", 2001, the Agreement of Santo Domingo-Washington-Madrid (the
“Acuerdo Globa™) is sgned, which, among other things, dleviates the
Government’s fuel subsidy to generators and leads to the transfer of certain IPP
contracts from CDE to the distribution companies.

On October 9, 2001, the Superintendency issues Resolution No. 15-2001, that
establishes atall, payable to the distribution company, by users who purchase
electricity from sources other than their serving distribution company.

On June 1, 2002, the spot market begins to operate under the supervision and
rules of the Coordinaing Organism.

On duly 19", 2002, the President signs the Reglamento No. 555-02 which are
regulations implementing the July 2001 Law, and further defining the roles of

each entity and market operation. Modifications to the Reglamento, No. 749-02,
are issued on September 197, 2002.

On September 17, 2002, the Superintendent issues Resolution No. 31-2002 that
modifies and increases the tariff Sructure, anong other things, and subgtantialy
reduces cross-subsdies.

In September 2002, the President addresses the country to announce measures to
ded with the growing dectricity crigs. Among other things, the Government
eliminates the fuel subsidy, and on September 17, 2002, the Superintendency
issues Resolution No. 31 which establishes a new rate for the end user, and
contains an index tied to price variations for fues and inflation.

In October 2002, the Government creates a new Anti-Fraud Unit (the “PAEF")
and appoints Mgor General Rafael Guerrero Perdta, as the Commander, which
will have authority to investigate and enforce clams of fraud, non-payment and
illegd connections of dectricity service.

In October 2002, the Government announces that, as a shareholder of the
digribution companies, the Comptroller Generd’ s Office will conduct an audit of

23



those companies, and that an internationd, independent auditing firm will be
retained to perform a second audit. The Government issues a request for
Expression from Interested Parties to conduct the audit.

In October 2002, the Government concludes some negotiations with the
Independent Power Producers (1PPs) of existing Power Purchase Agreements
(PPAS) but negatiations continue with Cogentrix and the Cogentrix plant goes
off-line.

In December 2002, SIE issues a number of resolutions:

0 Resolution No. 45: setsthe new daily exchange rate to be used for
payments from digtributors to generators as the weighted average rate for
al exchange transactions in the preceding day.

0 Resolution No. 47: sats compensation for frequency regulation, & RD$
131/MWh.

0 Resolution No. 55: establishes aqudity regime for sreet lighting, which
postpones payment for street lighting by municipaities to distributors until
an inventory of greet lampsis conducted in each town.

0 Resolution No. 56: sets atemporary qudity of service regime until the
technicd tariff isin place and confirms the 150 percent pendty under the
July 2001 Law.

0 Resolution No. 58: orders Protecom to issue refunds of amountshbilled in
excess of 31 days per bill cycle, with apendty of 10 times the amount
pad if the invoice has dready been paid to the utility.

On January 1, 2003, the Government implements the pendty provisons of the
July 2001 Law (Art. 93) and Regamento requiring the distribution companiesto
provide regulated consumers who are not served with 150 percent of the
electricity not delivered.

In January 2003, the Government’ s concern with lack of dividends and poor
performance by the distribution companies continues to grow, and alegations that
Union Fenosa has not complied with its Management Agreement lead to debate
about “removing” that company from the sector.

1.3 CURRENT STRUCTURE OF THE ELECTRIC SECTOR
Since the restructuring of the eectric sector began in 1997, the architectural

landscape of the sector has changed significantly. The following summarizes the mgor
indtitutiond pillars of the sector.



1.3.1 National Energy Commission.

The Nationd Energy Commission (CNE) serves the role of the policy maker and
oversees the broad operation of the sector. Under the July 2001 Law, it is vested with a
number of powers which include the following (see Article 14):

To anayze the functioning of the energy sector and to prepare, coordinate
and propose to the Chief Executive the necessary modifications to the
laws, decrees and normsin effect in these matters;

To propose and adopt policies and issue provisons for the proper
functioning of the sector;

To study the projections of demand and supply of energy

To ensure that the proper functioning of the market

To promote the rationd use of energy;

To submit to the Chief Executive annudly and to the Nationad Congress, a
detailed report on the actions of the energy sector; and

To gather information about the sector.

CNE is presded over by aBoard that is chaired by the Minister of Industry and
Commerce and is composed of the Technical Minister of the Presidency, the Minigter of
Finance, the Minigter of Agriculture, the Minister of the Environment and Natural
Resources, the Governor of the Central Bank and the Director of the Dominican Ingtitute
of Tdecommunications (Ingituto Dominicano de Telecomunicaciones- INDOTEL).

The Board, which reports directly to the Presdent of the Dominican Republic, hasthe
legal authority to issue regulations for the sector® and those regulations serve as the basis
for authority for the Superintendent of Electricity.

1.3.2 The Superintendency of Electricity.

The Superintendency of Electricity (SIE) is designed to serve as the regulator for
the sector, and is comprised of three commissioners gppointed by the President of the
Republic and ratified by the National Congressfor fixed terms. (Article 31, et seq.) The
Superintendent is deemed the President of the Superintendency and is vested with
specified executive powers to represent and manage the adminigrative functions of the
Superintendency (see Articles 31 and Articles 35, et seg.) The members of the Board
serve termsfor up to four years and may only be removed under limited circumstances
such as s=rious infractions. Although it is not specified in the July 2001 Law, the
Superintendency operates as a collegia body, making decisions on substantive matters
based on one-vote per commissioner and a mgjority vote to adopt a resolution.

As st forth in the July 2001 Law, the jurisdiction of the Superintendent includes
(see Article 24, et seq.):

® Under the legal hierarchy in Dominican Republic, legislation passed by Congress and signed by the
President isthe highest legal authority. Regulations enacted pursuant to |egislative authority are the second
tier, and resol utions enacted pursuant to regulations are the third tier of authority. Each succeeding tier
must find its legal basisin the preceding authority.
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To prepare, andyze and ensure compliance with the structures and
prices for dectricity, and to set the rates and tolls, pursuant to
resolutions, for eectricity, and to act on requests to modify those rates
and talls;

To monitor compliance with the legal and regulatory provisons and
the technica standards for generation, transmission and distribution
and marketing of dectricity. Thisfunction includes verifying
compliance with the “ quality and continuity” of supply, and the
preservation of the environment;

To monitor anticompetitive behavior in the market;

To gpply fines and pendties in cases of norcompliance;

To congder applications for licenses for generation, transmisson and
digtribution facilities, including granting, revoking or extending such
gpplications by means of resolution;

To andyze gpplications for generation, transmisson and distribution
fadlities and to make recommendations to the National Energy
Commission on such applications;

To gather data from the companiesin order to determine their
compliance;

To order licensees to comply with gpplicable regulations,

To order sanctions for non-compliance with technical standards and
other violations (Article 29);

To establish, modify and complement, by issuing resolutions, the
technical standards for qudity and security of ingtalations, equipment
and other devices (Article 27)

To adjudicate complaints that are within its juridiction;

To preside over and to supervise the functioning of the Coordinating
Organiam; with the right to cast atie-breaking vote (see dso Article
36(h));

To establish by regulation, with the Coordinating Organism (CO), the
dispatch order for generators (Article 36()));

To oversee the Office for the Protection of the Consumer of Electricity
(Protecom) which is authorized to resolve claimsfiled by the
consumers of public service regarding billings, poor qudity of service,
and other dlaims regarding the distribution companies,

To investigate ownership or control ties between companies
participating in the dectric sector, which investigations are mandatory
if any participant in the market aleges the existence of a“tie€’ that is
not dlowed by the law (Article 11)

The Superintendent aso has authority, subject to athree year Statute of
Limitations, to determine the degree of severity of any infraction or non-compliance of
gpplicable rules, and can determine the amount of the pendlty subject to the limits set
forth in the July 2001 Law (Article 126). Affected individuals can gpped the decison



on sanctions and pendties to the adminigtrative law court of Dominican Republic for

review (Article 127).

Pursuant to Article 37 of the July 2001 Law and Articles 45-51 of the
Reglamento, the Superintendency has its own funding, to be shared with the CNE. All
participants in the interconnected system must pay one percent of the value of their
purchase or sdle transactions in the wholesale market (spot and contract), for either
energy or cgpacity, net of transmission toll payments. Likewise, ETED and dectricity
suppliersin isolated systems must o pay a one percent charge on the value of their
sdesrevenues. For thefirst four years of application of the Reglamento, 75 percent of
the amount collected will be dlocated to SIE and 25 percent to the CNE.

1.3.3 TheCoordinating Organism

The Coordinating Organism (CO) oversees the operation of the wholesale market.
It was formally established by the July 2001 Law and is a corporation that is totally
digtinct and separate from the Government. However, it plays an important role in the
operation of the wholesde market, essentialy serving as a SAf-Regulatory Organization
(SRO) for the market. The members of the organization are the corporate entities that use
the wholesale market, e.g., the generation companies, the transmission company, and the
disgtribution companies. A Coordination Council actualy conducts the business of the
Coordinating Organism and, pursuant to Article 40 of the July 2001 Law is structured
with various representatives who are eected by their representative group. Table 2
illugtrates the Current Structure of the Council and the intended structure under Article

40.

Table 2.

Structure of the Coordinating Organism Council

No. of Representatives

Current Structure

Structure under July 2001

Law
Private Generation Private Generation
Capitalized Generation Companies State Hydro Company

State Transmission Company

State Transmission Company

N

Distribution Companies

Distribution Companies

Each block of companies eects its own representative to the Council. The
Superintendent of Electricity presides over the Board and may vote only in the event of a

tie vote (Article 24(n)).

As st forth in Article 38 of the July 2001 Law, the principle functions of the

Coordinating Organism include:

Planning and coordinating the operation of the spot market

Setting rules for the operation of the spot market

Provide a means for eval uating energy for the market based on the
margind short term cost
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Coordinating with CNE and the Superintendency in order to promote
hedlthy competition, transparency and equity in the market.

The CO aso has some specific technica requirements for market operation which
indude:

the development of a central data collection system,

the definition of any communications protocols and software standards
needed to ensure the capture of the data measured at dl the
interconnection paints,

the certification of the measurement equipment and communications
software and facilities implemented by market participants; and

the hiring of subcontractors, at the participants cog, to periodicaly
audit the measurement equipmen.

1.3.4 Dominican Corporation of State Electric Companies (Cor poracion
Dominicana de Empresas Eléctricas Estatales) (CDEEE)

CDEEE isthe parent company of two critica divisonswhich eventudly will be
converted to subsidiary corporaions. Dominican Transmission Company (Empresade
Trangmision Eléctrica Dominicana - ETED) owns and operates the transmission grid in
Dominican Republic, and Dominican Hydrod ectric Generation Company (Empresade
Generacion Hidroe éctrica Dominicana - EGEHID) owns and operates dl the
hydroelectric capacity. This structureis established by the July 2001 Law (Article 138)
and provides that these entities shall be owned solely by the Government, thereby
precluding private ownership. CDEEE ds0 includes the Rura Electrification Unit that
ensures the eectrification of low-income suburban and rurd aress.

Dispatch Center. Asthe coordinating entity designed to optimize generation, the
Digpatch Center is part of CDEEE through the Dominican Transmission Company
(ETED). It receivesits dispatch merit order from the CO and then gppliesit to current
conditions, taking into account demand levels, transmission congraints and plant outages.
It is the coordinating entity designed to optimize generation. It isrespongble for
providing efficient transmisson service.

1.3.5 Ratemaking and Regulatory Processes

The July 2001 Law and the Reglamento describe the processes that must be
followed by sector entities, and especidly the SIE, for five mgor types of regulatory
intervention: digtribution ratemaking, transmission ratemaking, issuance of technical
regulations and standards, imposition of pendties, and Reglamento amendments. The
prescribed processes concern both the content of regulatory interventions, i.e. what the
authorities may do, for instance with regard to the caculation of the cost of capitd, and
the form in which interventions are to take place, eg. use of public hearings.

1351 Ratemaking
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In generd, the SIE must make public al reports and documentation rating to the
determination of transmission tolls and distribution rates (July 2001 Law, Art. 28).

Distribution rates

Articles 111-123 of the July 2001 Law establish the procedures by which the SIE
isto set regulated rates. Regulated rates have two components. the cost of dectrical
energy and capacity, and the Digtribution Vaue Added (VAD in Spanish), which
corresponds to the cost of the distribution service (distribution transformers and wires,
operation and maintenance of the distribution systems, meter reading, billing, collections,
and customer service).

SIE compuites the cost of eectrica energy and capacity for each distributor asa
weighted average® cost, at the distributor’ s interconnection with the transmission grid, of
the distributor’ s purchases of energy and capacity under cortract and in the spot market.
The prices paid under contracts with generation &ffiliates are excluded from the
cdculation, (i.e, for the contracts they sgn with affiliates, distributors can recover no
more than the weighted average of other contracts and spot market purchases). This
component of the rate can be adjusted according to indexation formulas established by
the SIE, at the request of the distributors and on the basis of acost andysis. The adjusted
rates must be published 30 daysin advance in a newspaper with nationwide circulation.

On the other hand, SIE establishesthe VAD every four years on the basis of
incremental development costs and long-run total costsin efficient distribution systems”.
SIE defines the typical characteristics of the distribution systems to be used as abasis for
the computation of such costs. VAD vaues can be periodicaly adjusted according to
indexation formulas established by the SIE, until the next tariff review. Rate adjustments
must be gpproved by the SIE at least 30 days in advance of their implementation.

VAD will be based on studies carried out or commissioned by the SIE every four
years. The studies, plus any other information used by the SIE to make rate-related
decisons and SIE’s prdiminary proposd are placed in the public domain at least three
months before the end of the four-year period. Interested parties have at least 30 daysto
file comments and recommendations on SIE proposd, after which SIE conducts one or
more public hearings. Thefind SIE order establishing the VAD must st forth the
reasons for the decision (July 2001 Law, Art. 26; Reglamento, Art. 519). Any
disagreements between SIE and the distributors regarding the terms and conditions for
the studies, their content, or their result, will be resolved by a specidly established
Arbitration Commission.

® The July 2001 Law does not specify the weights to be used. Presumably they would be given by the
relative share of total purchases excluding those from affiliates.

" These two types of costs are intended to be complementary, the former measuring the cost of expansion of
the system over at least the next 15 years (capital cost and additional operation and maintenance), and the
latter measuring the replacement costs of the current system (again, capital and operation and
maintenance). The cost of capital will be the real opportunity cost of capital faced by Dominican
distributorsin international financial markets and will be set by the Central Bank of the Dominican

Republic.
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Transmission ratemaking process

Articles 82-89 of the July 2001 Law st forth the rules for computing transmission
tolls. Every four years, SIE must establish the tolls for the main interconnected system of
the Dominican Republic. For other systems, SIE can issue amandatory decison if there
are any disagreements between transmission service providers and progpective users.

Regulated tollswill be based on the tota long-run cost of the transmission system,
comprising the capitd cost plus operation and maintenance cogts (including losses) for an
efficient sysem. The capita charge will be computed using the replacement cost of the
efficient facilities and the opportunity cost of capita aso used for the computation of
VAD (seefootnote 5). All tolls are charged on the basis of coincident pesk demand
levels

Three months before the end of the four-year period for the then-gpplicable tall,
SIE mug publicizes its tariff proposd, with al supporting documentation. SIE conducts
apublic hearing and dlows interested parties to submit their comments within two weeks
after the hearing. Thefind SIE order must set forth the reasons for its decision.

1352 I ssuance of SIE Regulations and Technical Standards

Article 41 of the Reglamento specifies that prior to issuing technical standards for
quaity and safety for eectrica equipment and facilities, SIE must request opinions from
the CO and dectricity sector companies. For street lighting service, Article 42 requiresa
prior opinion from the distributors, the CDEEE, the Dominican Municipa Lesgue, and
five of the country’s main municipaities, before the SIE can issue norms and sandards.
SE issues regulaions for digtribution service improvements and extensons thet are
subsidized by CDEEE or municipa governments, but only after consultation with
CDEEE, the digtributors, and five of the country’s main municipdities (Art. 135 of the
July 2001 Law and Art. 43 of the Reglamento). Findly, before SIE issues regulations for
the tendering of contracts to supply capacity and energy to the distributors (once the
existing PPAs expire, or demand growth requires additional contracts), SIE must provide
the CO and market participants an opportunity to comment (Reglamento, Art. 44). Once
the contracts are executed, contract information relating to dispatch and operation must
be submitted to the CO to ensure the contract terms are compatible with the operation of
the interconnected system (Reglamento, arts. 282-283).

1353 Imposition of penalties

Penalty procedures are established in Arts. 504-516 of the Reglamento. SIE has
authority to initiate investigations into breaches of the law or regulations. Charges and
investigation reports will be released to the accused party, which will be alowed to
respond. The SIE will then decide about the imposition of penaties. Pendties can be
appeded to SIE for reconsideration and then to the CNE, and in any case to the
Adminigrative Law Court.



1354 Reglamento Amendments (Reglamento, Art. 517)

Amendments to the Reglamento can be proposed by CNE, SIE, CO, and any
market participant. Proposed amendments will be circulated for comment by the CO to
al market participants. Following a comment period, the CO will submit its opinion to
the SIE, taking the comments into account. The SIE will hold public hearings and
provide its own recommendation to the CNE, which will make the find proposd to the
Government. All documentation throughout the process must be made public.

1.3.6 Appdlate Jurisdiction and the Appeal Process

The two Government entities which have decision-making authority and from
which an apped process must be established are CNE and the Superintendency. The
Coordinating Organism is a private entity created by the July 2001 Law and is subject to
SIE monitoring so that its decisions are determined by the rules of that organization. °

Superintendency: As an independent regulatory organization, the decisons of
the Superintendency idedlly should be gppedable to a non-politica entity, normdly the
judiciary. As noted above, Article 127 of the July 2001 Law dtatesthat decisions
regarding fines and sanction imposed by SIE are apped able to he Adminigirative Law
Court. Asiscommon in countries that follow the Napoleonic Civil Code, the acts of the
State conducted under the State' s congtitutiond prerogatives cannot be challenged before
the general courts of law. Instead, they must be appeded to a specidized court, the
Adminigrative Law Court (“Tribunal Contencioso-Adminidtrativo”), whose decisions are
findl.

On the specific matter of applications for a concession, permit or authorization,
Article 11 of the July 2001 Law does specify that the CNE will hear appeds of SIE
decisons, whether granting or rgjecting such gpplications. In turn, the CNE may, if it
deems it advisable, take the case to the President of the Republic.

During meetings with various organizations, however, we were told that CNE
considers appeds from the Superintendency and that the standard of review is very
limited and agpplies only to a review of the applicable law. Stated differently, CNE would
not overule any factud findings, but would have authority to review the gpplication of
the law to the factud findings.

The National Energy Commission: CNE (or the “Commission) is pat of the
Executive Branch of Government that is managed by a Board, of which the Miniser of

8 pursuant to Art.28 of the Modifications to Reglamento, any SIE decision that goes against the July 2001
Law, the Reglamento, or the regulations issued by the SIE and the CNE, can be appealed to the CNE.

% Article 24(d) of the July 2001 Law gives the SIE the power to oversee the behavior of the electricity
market. Article 24 (1) givesthe SIE power to resolve conflicts among entities and persons subject to its
oversight, which includes whol esale market participants.
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Finance serves as the Presdent. As pat of the Executive Branch, it reports to the
President of the Republic through the President of the Board.

Asde from the statutory language, we were told, as noted above, that CNE only
has authority to review the lega basis of the Superintendency’sdecisons. Thislimited
review may arise, in part, from itslegd authority which extends to issuing regulétions, a
higher lega authority than the resolutions that the Superintendency is authorized to issue.
The authority to issue regulations gives CNE a broader authority to set the legd tone and
policy for the sector. CNE informs us that 13 gppeds from SIE orders are pending before
it.

The Administrative Law Court: Thefind gppeds authority for the decisons of the
SIE or the CNE isthe Adminigtrative Law Court. As noted, thistype of court is common
to countries that base their laws on the Ngpoleonic Civil Code. In the Dominican
Republic, it was created by Act No. 1494 of 1957. Itsjurisdiction is restricted to appedls
from orders or decisons that are issued by the Governmenta entities, with astandard of
review that is limited to the application of the law by the Government agency.*®

The Court is formed by three justices appointed by the Supreme Court.** In
addition, whenever an apped is accepted by the Adminigtrative Law Court, the Office of
the President appoints a Court Secretary and an Attorney Genera to represent the
Government agency whose decison is being appedled. The Court has 30 daysto issue a
decison; if adecison isnot issued, the apped is deemed to be granted and the
Government order or decision that is the subject of the appedl is deemed vacated. The
Court’ s decisions can only be appedled to the Court itself for reconsderation. However,
the jurisdiction of the Court to hear an apped can be chalenged before the Supreme
Court. If the Supreme Court considers that the case fdls outside the jurisdiction of the
Adminigrative Law Court, then the case goes to the genera courts of law.

Arbitration Commissions- The July 2001 crestes two types of arbitration
commissions. one for digputes about the vaue of rights-of-way sought by digtributors to
build distribution lines*?; and another one for disputes between the SIE and the
distributors about the tariff proposed by the SIE upon the cuatriennid rate review. 3
These commissions are to be set up only in case of digputes and to be purely temporary in
nature, being disbanded upon completion of their intervention in a specific dispute. To
our knowledge, no such commissions have been st yet.

10 The standard of review is thus the same as applicable to the CNE.

1 Under recent reforms, Supreme Court justices are appointed by a Judicial Council that includes
representatives from all major political parties and that oversees the entire administrative structure of the
judiciary, following the model of Germany, Spain, Mexico, Argentina, and an increasing number of
countries worldwide.

12 July 2001 Law, Arts. 75-81 and Reglamento, Title V, Arts, 130-139.

13 July 2001 Law, Art.119 and Reglamento, Title X11, Arts. 520-522.



1.3.7 Commission on the Reform of Public Enterprises (Patrimonial Fund
(Development Fund) (FONPER)*

FONPER, formerly the Commission for the Reform of Public Enterprise (CREP)
is specificaly dedicated to “realize reform” and to assure that reforms are sustainable. As
electric sector reform became atopic for Government review, CREP representatives met
with CNE, SIE, CDE and the distribution companies to identify key issues and begin to
review steps to address reform. CREP was aso involved in the privatization,
capitalization, or other types of reform of other state-owned enterprises, especidly the
formerly important sugar sector. Now, its successor, FONPER, believes that
consderable analogy and understanding of sector reform relevant for dectricity has come
from the earlier CREP experience.

FONPER isthe officia representative of the state as shareholder in the capitdized
companies. At present, CDEEE is participating in the board mesetings of the companies,
but after recent changes, the Government will be alocated an additiond segt in the board
which FONPER will occupy. FONPER told usthat in the future it would be the sole
date representative, but that it needs to first acquire sufficient expertise about the
eectricity sector if it isto be an effective board member.

We were told that the Law on Public Enterprise differentiates between Public
Service enterprises and al others™® Public Service enterprises cannot be “given away” by
the State and there are certain aspects of the Sector that are considered by some to fdll
into the Public Service category. Thisissueisunder review.

FONPER maintains an impressive data room where virtudly every legd
document — including al terms of reference, contracts, etc. — is recorded and maintained
onfile. For example, FONPER maintains abook that lists reference and legd materids
available in the dataroom, and a CD of internet/web- avallable information that quite
thoroughly tracks the process of capitalization and reform.*®

1.4 PRIVATE SECTOR INVOLVEMENT

Upon completing the capitdization of the generation and distribution companies,
both the Government and the private companies became substantial minority
shareholders. The following summarizes the current status of the capitaized companies
and private sector generation.

14 | n Spanish, referred to as both (1) “El Fondo Patrimonial de las Empresas Reformadas” and (2) “ Fondo
Patrimonial parael Desarrollo” (formerly Comision de Reforma de la Empresa Publica- CREP).

15 We were told that the Law on Public Enterprise differentiates between Public Service enterprises and all
others. Public Service enterprises cannot be “given away” by the State and there are certain aspects of the
Sector that are considered by some to fall into the Public Service category. Thisissueisunder review.

16 Our team reviewed the main capitalization agreements; these included the management agreement, by-
laws of the capitalized companies, share sale and purchase agreements. Other document review was |less
relevant to this study and included pre-qualification of bidders for capitalization auctions and consultant
reports about the structure of the capitalization process.



14.1 Capitalized Generation.
The structure and ownership a the present time consists of the following:

Itabo: Itabo wasinitidly capitdized to Gener (Chile) and Coastdl
(US) companies. At thetime of capitdization, Itabo owned
approximately 21 percent of the ingtaled generation capacity,
conssting of about 573 MW (448 MW of available capacity). By the
end of 2002, Itabo owns approximately 22.5 percent of the effective
power in the generation system.

Haina: Sinceitsinitid capitaization to two US companies, Seaboard
and Enron, Haina has undergone severd transformations in ownership.
Its current ownership consists of Commonwea th Development
Corporation (England), Basic Energy (US), the Caribbean Basic Fund
(aconsortium of small entities), Heart Energy (US) and the Nationa
Finance Group (a consortium of Dominican Republic companies). It
owns gpproximately 22.5 percent of the effective power generation, or
600MW, including a new barge project.

1.4.2 Capitalized Distribution

EdeNorte and EdeSur: Unidn Fenosa, a Spanish company, which so
served as an advisor to the Government regarding capitdization of the
companies, has maintained itsinterest in these two digtribution
companies, sncetheinitid capitdization. Under Article 11 of the
July 2001 Law, distribution companies are allowed to own up to 15
percent of the “maximum demand of the interconnected dectric
sysem.” Consgtent with this provison, EdeNorte and EdeSur each
could own up to 15 percent each for atota of 30 percent.

Edeste: AES, a United States power company, has maintained its
interest in Edeste Since theinitid capitdization. Conggent with
Article 11 of the July 2001 Law, it dso owns generation which is
summarized below.

1.4.3. Private Sector Generation

AES: The AES Andrésfacility isa300 MW combined cycle plant that
will use liquefied naturd gas imported (LNG) from Trinidad. The

plant is expected to come on line by early 2003. It dso ownsthe Los
Mina]ie;cility, a210MW open cycle plant that is being converted to use
LNG.

Union Fenosa: Union Fenosa which is the parent company of the two
distribution entities, EdeSur and EdeNorte, aso includes another

17 According to AES, SIE hasissued an order exempting the Los Minafacility from the 15 percent
limitation in the July 2001 Law on distributor ownership of generation because AES owned the facility
prior to the capitalization of the companies.



corporate entity which owns two generation plants conssting of
“Empresa Generadora Plamara’ with 100MW and Empresa
GeneradoraLaVegaS.A. with 8OMW.

1.5 M ARKET STRUCTURE AND OPERATION

Electricity is provided by means of awholesale market for dectrica energy and
capacity that is structured through (1) long term power purchase agreements (PPAS) with
power producers and (2) a spot market that the Coordinating Organism oversees. During
the year 128002’ generation was distributed among 21generation companies asillustrated in
Table 3.

Table3
Ownership of Generation Capacity

COMPANY MW PERCENT
Haina 663.3 20.8%
Itabo 570.9 17.9%
EGEHID 512.0 16.1%
CSPM (Cogentrix) 300.0 9.4%
Los Mina V+VI (Dominican Power Partners) 236.0 7.4%
UF: Palamara + La Vega 194.5 6.1%
Smith Enron 175.0 5.5%
Seaboard EDN+EDM (Transcontinental Capital) 115.0 3.6%
Victoria | (Energycorp Caribbean) 103.5 3.3%
Consorcio LAESA 79.9 2.5%
C.E. Puerto Plata (Coastal) 76.9 2.4%
Diesel Pimentel 55.0 1.7%
Complejo Metallrgico Dominicano (Metaldom) 42.0 1.3%
Maxon Engineering 30.0 0.9%
Montecristi 12.0 0.4%
A.Barril 6.3 0.2%
Dajabdn 3.8 0.1%
Yamasé 3.0 0.1%
La Isabela 15 0.05%
S. Grande Boya 1.5 0.05%
Oviedo 0.8 0.03%
TOTAL 3,182.9 100%

18 The datais based on Reports from the Coordinating Organism. If market shareis based on percent of
GWh generated during 2002 using atotal of 9,623.1 GWh for that year, the limited data we had showed the
following: Haina(2,241.2 GWh or 23.3%), Itabo (1,867.3 GWh or 19.4%), EGEHID (736.3 GWh or

7.7%), UF (Pdamaraand LaVega( 1,422.5 GWhor 14.8%), and Seaboard (885 GWh or 9.2%). Datafor

the other companies was not available for this calculation.



The July 2001 Law provides that CDEEE will administer and manage the I1PPs.
However, over the past several months, most of those contracts have been renegotiated
with the sdllers to buy down the stranded costs associated with those contracts and to
transfer the contracts from CDEEE to the distribution companies owned by AES and
Unidn Fenosa. The current schedule for renegotiating the PPAs s set forth below.

Table4
Renegotiation of Power Purchase Agreements
Generator Date of Completion
Seaboard/TCC September 2001
CEPP September 2002
DPP August 2001
Metaldom In process
Maxon In process
Laesa In process
Smith & Enron In process

The supply of dectricity isamix of power delivered under long term Power
Purchase Agreements and a spot market that is coordinated by the Coordinating
Organism. Under Article 110 of the July 2001 Law, no more than 80 percent of the
demand for power can come from long term PPAS, thereby ensuring that at least 20
percent of the power consumed will come from the spot market.

The spot market relies on competitive bidding based on a generator’ s variable
costs as ameans to provide a merit order for digpatch. Variable cost information is
submitted to the Coordinating Organism weekly'® which then determines the merit order
digpatch based on variable costs. On the day of dispatch, the generators are dispatched in
red time and supervisors make adjustments based on the varying demand requirements.
The supervisors, who st in close proximity to representatives from the Coordinating
Organism, inform the representatives of the adjustments. Generators that are dispatched
al receive the same price for their power, the margina cost. If aconflict develops
between dispatching a spot market generator vs. abilatera contract, the spot market
generaor is given thefirst priority. Payment for power sold on the spot market isduein
approximately 28 days from the day of dispatch.

1.6 REGULATEDRATES

With the implementation of the “technicdl tariff” after athree-year trangtion
period, regulated rates will be equd to the sum of capacity and energy charges and
transmission tolls, passed through from the actua costs paid by the distributors to the
regulated users, plus acharge for the distribution service proper, known asthe
digtribution value added or VAD (Vaor Agregado de Digtribucion).

The criteriafor determining VAD are set out in the July 2001 Law. The
magnitude of this charge was originaly caculated in a 1998 study by the Chilean

19 Article 182 of the Reglamento.



consultancy Synex, but those values were considered “too low” by the SIE, and the VAD
levels from Panama were used instead. We have not conducted an independent analysis
that would vaidate or disprove these VAD charges. SIE informed us that a study is be
concluded in February 2003, and that new VAD vaues (the technicd tariff or “tarifa
técnicd’) based on this study will be implemented in March or April, 2003. However, no
figures appear to be available. The new tariff will include afull qudity of service regime
for both transmission and digtribution.
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2.0 FACTUAL FINDINGSAND THREATSTO SUSTAINING THE REFORMS

2.1 CONDUCT AND OPERATION OF STATUTORY INSTITUTIONS

From aglobda perspective, as compared to the pre-reform market structure and
ingtitutiona framework supporting the eectricity sector, remarkable progress has been
made in the last two years to bring the sector into its second generation of reforms.
Government has committed to sector reform, aviable market modd isin place and the
inditutiona framework is sufficient to supervise competition in this particular market
setting. But from aday-to-day customer perspective, since enactment of the July 2001
Law, improvementsin electricity sector performance have been symied by avariety of
political and economic factors such as the devauation of the Dominican peso and the
most recent unanticipated externd factor of the Venezudan ail criss. The fact thet the
market actually began operating and necessary ingtitutions were established before the
enactment of the July 2001 Law makes this trangtion particularly challenging. A lack of
published Government strategy, flawsin the law and inadequate public information and
participation are taking their toll on how citizens perceive Government and the sector and
how dectricity service is performing in the country. In order to complete the reform
process and to secure an institutional setting in which the sector can operate, the
performance of the market organization aswell as the regulatory institutions are critical
to securing sustainable reforms.



I ngtitutional Breakdown?°

Diagram 1

Ingtitutional Framework of the Electricity Sector*

Permanent Institutions
National Energy
Commission (CNE)
Coordinating Body (CO)

Superintendent of
Electricity (SIE)

(Supervisory Council)**

Dominican Republic

Office of the President

Programmatic
Institutions

Anti-Fraud Program
(PAEF)

Blackout Reduction
Program (PRA)

Rural Electrification Plan
(PRER)

(Pact for Stability and
Economic Development)

Government/Other
Bodies

Patrimonial Fund
(FONPER)

Ministry of Finance

Ministry of Industry and
Commerce

Social Cabinet

Ministry of Environment

and Natural Resources

Trade Unions

Ingtitutional Framework of the Electricity Sector*
Dominican Republic

* State companies not included
*x The Presidential Commission for the Financia Sustainability of the Electricity Sector

There exigt two types of ingtitutions supporting the sector. The first includes
ingtitutions that are intended to be permanent such asthe Nationd Energy Commisson
(CNE), Coordinating Organization (CO) and the Superintendent of Electricity (SIE).
These ingtitutions are mandated to help develop, guide and oversee sector operations on
behdf of Government and the public-at-large. In addition, the Presdential Commission
for the Financia Sugtainability of the Electricity Sector (* Supervisory Council”) isa
body that currently reports directly to the President on sector matters. For purposes of this
report, the Supervisory Council is addressed as a permanent ingtitution.

The second set of ingtitutions has emerged based on targeted programsto support
certain aspects of sector development. These include the Blackout Reduction Program
(PRA), the Anti-Fraud Program (PAEF) and the Rura Electrification Program (PNER).
These will either be temporary, emerge as departments or stand-adone inditutions

20 For background information, see Title 111, Article 6 of the July 2001 Law, “Institutions of the Electric
Sub-Sector”.
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themsalves depending on how the reform process progresses. Also emerging isa* Pact
for Stability and Economic Development” informally convered under Government
auspices in mid-December 2002; athough now acting as a volunteer codition, the work
of this Pact vis-a-vis dectricity sector reform may be important in terms of information,
awareness and action throughout the country.

Findly, there are key indtitutiond roles to be played by certain Government
bodies including the Ministries of Finance, Environment and Naturd Resources and
Socia Cabinet, as well as the non-Government sector, notably trade unions and citizen
groups. Under the Dominican Corporation of State Electric Companies (CDEEE), two
subsdiaries exigt: Tranamission Company (ETED) and the Hydrod ectric Generation
Company (EGEHID). CDEEE isan important organization to watch in terms of
inditutiona regulation of the sector & this stage of reform. CDEEE has inherited the
technical and manageria expertise of its predecessor Dominican Electricity Corporation
(CDE), much of which needs to now be transferred to SIE, CNE and the non- Government
Sector.

What is evident from this discussion and the following discusson is thet the
Government continues to have a sgnificant role in the sector. Those roles often have
different and possibly conflicting objectives as summarized below in Table4. These
various roles and objectives can be confusing to sector players when the Government
spesks or takes action.?!

Table5
Gover nment Rolesand Objectives

Government Role Government Objective
1. A substantial shareholder (FONPER); 1. Asashareholder (FONPER), it expects dividends
2. Aregulator for the sector (SIE); 2. Asaregulator (SIE), it seeks, consumer protection,

efficiency and compliance in the sector;

3. A policymaker and planner for the sector 3. Asapolicymaker (CNE), it plansfor the sector to
(CNE); serve the public policy objectives;
4. A sector player inthe market (CDEEE as sole 4. Asasector player (CDEEE), it operatesasa
owner of hydro and transmission facilities); company;

5. A provider of s subsidies for low income people 5. Asaprovider of subsidies (PRA, PNER), it seeks to
(PRA, PNER); help the underprivileged;

6. Asaconsumer, it needs areliable source of electricity

6. A consumer of electricity; and that it must pay for: and

7. Anenforcer with prosecutorial powers (PAEF) 7. Asan enforcer (PAEF), it wants to deter criminal
conduct.

21 For example, if SIE orders audits of the regulated companies, isit doing so to protect the Government’s
role as ashareholder or to protect consumers. Generally, these roles should not be commingled, e.g., itis
not the regulator’ s function to protect the Government’ srole as shareholder.




2.1.1 ThePersonalization of Power

Without exception, each key inditution involved in the sector isled by a strong
individud. From the CNE to the Superintendent, from CDEEE to PROTECOM these
individuals demongtrate strong persondities and leadership capabilities. Throughout the
sector, thereis an gppreciation of this strong individua leadership to the point of
referring to an indtitution by using the name of the lead individud. However, asthe
sector evolves to increase competition and support private sector engagement, strong
persondities and overt individua actions by leadersincreasingly may chdlenge the
sudtainability and predictability of inditutiona basis on which the sector will perform.

During this trangtiond phase of reform, strong persondities can be beneficid to
mobilize action and frame key issues. However, as the sector becomes more market
oriented and longer-term private sector strategies are put in place, Government, investors
and customers will need to know the “rules of the game’, despite who is leading the
regulatory body, the nationd energy commission and other indtitutions. A critical moment
has arrived when Government and sector leaders can and need to commit to the
institutionalization of power and to gradually diminish the importance of personalities.
Thisisnot to say that intelligent, strong-willed leadership is not important, and can help
to guide indtitutiond performance, but rether, that these characterigtics should help guide
the indtitution rather than defineit. Thisis especidly true of SIE; according to
international best practice, the regulatory body should be atruly collegia body.

2.1.2 Ingtitutional Processes and Relationships

Since 2001, ingtitutions required to support this modd have been gradudly
edtablished dbeit, nascent in their overall capacity and ability to operate. Asthis second
phase of restructuring is carried out, the importance of institutional relationships,
published and respected institutional procedures and public participation need to be
under scored. By dl accounts, there is an opportunity to bypass established legd
procedures whether attributed to historic habits of doing business, palitica influence or
merdly gapsin procedura oversght.

Good governance in sector operation is key to securing reforms. The outcomes of
reforms depend on how they are guided, both through the political process of reform as
well asviatheinditutiona supports created to facilitate new order. The absence of a
clearly articulated Government strategy for the sector poses difficulty for indtitutions,
customers and investors. Until this Strategy isissued?, indtitutional leaders are
regponsible for assuring that the direction in which they are guiding ther inditution isin
sync with the anticipated Government sirategy. They are adso responsible for responding
to public discord and investor outrage based on their not fully knowing what the
Government intentions are for the sector. The lack of published strategy seems to have
resulted in increased collaboration among institutions; thisis better than institutions
isolating themselves into small kingdoms.

22 CNE expects to publish the plan in June 2003.
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However, increesng confuson is beng crested by this inditutiond team
gpproach to al sector aspects for the public, companies and investors. It is essential that
CNE be fully devel oped as a policy-making entity with full separation from SE, although
S E can certainly provide expert input into policy initiatives considered by the CNE.

At present, sector institutions are struggling to understand their own legally
mandated jurisdictional limits aswell asthe jurisdictional limits of the other sector
institutions. The separation of policy-making, regulatory and enforcement roles have not
yet been sufficiently digtinguished among inditutions. Although roles and respongbilities
of various inditutions are legally prescribed, in practice, the vague boundaries among
players, coupled with persondlities that seek to implement specific agendas, has resulted
in confusion within the sector and among the genera population. A noticesble area of
overlgp in responghility is the reliance of the SIE on CDEEE gaff technica support. This
reliance needs to be atemporary condition and improvementsin SIE technicd gaff will
dleviate the need to rely on CDEEE d&ff; moreover, in CDEEE' s new role as a market
player, it isimportant that SIE maintain the same relaionship with CDEEE as it does
with competing market players.

Many institutional processes and relationships are impacted by what appearsto
be considerable access for all institutions to the Office of the President. AlImost on an “as
needed” basis, this access routes around established ingtitutiona protocol, breaks the
management hierarchy of the sector and obscures the attempted predictability of sector
management during this trangition.

2.1.3 Ingitutional Predictability

Many private sector and public sector onlookers believe that there is no center of
power in the sector but rather, that it is shared between CDEEE and the Office of the
Presdent. This perception is not uncommon in trangtiona settings where market players
learn to relate to newly established indtitutions. Indeed, the July 2001 Law was intended
to divest the previous system from its centralized decision-making and to create and
formaly establish new indtitutions that are vested with that power, eg., CNE, SIE, CO,
efc. theselingering perceptions about centralized power are most likely due to the lack of
inditutiona clarity and confusion of inditutiond roles.

A failure to understand and to use these new indtitutions, and instead revert to
previous “power lines’ to centraized decision-making entities is undercutting the
sudainability of theseinditutions. For example, the willingness of some Government
institutions, specifically the Office of the President, to intervene in the decision-making
process was cited by one investor as“ extraordinarily frustrating.” Inditutiond dlarity
and definition of roles and responsbilitieswill provide a tremendous boost in
predictability of how the sector will function. For consumers, the roles of inditutionsis
confusing — people are not sure whether CDEEE isfully private, whether the Government
is 100 percent operating the sector, whether SIE istruly independent, etc. On at least one
occasion, we were told that it was not clear who has the authority to regulate the sector.
Thisis an issue about which there should be no ambiguity—S E should have independent
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authority to regulate the sector, and CNE should have authority to address policy and
planning issues.

In terms of process that is predictable, market players agree that the July 2001
Lawis* sacred.” Thisview was evident by frequent referrdsto “the Law” during our
interviews. Nevertheless, processes for decision-making and clearly defined roles of new
sector inditutions remain unclear. Clarity can be enhanced with additiona public
information while other aspects will require additiond regulations and legd detall.

Specific issuesraisad during our interviews include:

Condderable private sector input concerning the lack of confidentidity of
information, notably at the CNE leve, e.g., that information or conversations

that a company may have with CNE concerning inquiries and/or intentions to
participate in the sector should be treated with a high degree of professona
business judgment and not subsequently shared with other company or
Government agents. More attention needs to be paid by managers and staff as

to what information is to be shared with Government, the public or otherwise.
Whether based in fact or perception, it isacriticd issue for investors to know

that dialogue with CNE and other Government playersis professondly

respected and that information is provided for limited review and closdy

guarded.

It gppears that the SIE is playing a larger than usud role for a Regulatory
body in sector policy-making. It is very important that this function not
become part of SIE and that its presence as an independent overseer of sector
operations has the security and respect of sector players and customers.

Expressed uncertainty by some as to whether the CO is assuming its full
responsbility in addressing market issues, even though, by most accounts,

market players expressed satisfaction with how the CO is operating and one
company expressed the view that the CO was responsible for holding the

entire sector together.

Private sector and potentia investors have expressed concern that CDEEE is

not treated the same as other market players. By virtue of being a Sate

company, CDEEE has advance knowledge to non-public information,

important historica information and indtitutional knowledge embodied in its

large gaff that can affect how CDEEE performsin this new market.

2.1.4 Information and Awareness

Markets are messy. But markets thrive on information. One of the most important
roles of Government and regulatory ingtitutions, especidly during trangtion, isto provide
public information. Two primary types of information need to be addressed: (1) Public
information and Awareness and (2) Information for/from market players, including
Government.



2.1.4.1 Public Information and Awareness.

Restructuring the market for competition requires strong customer buy-in and
participation in the reform process in order to achieve reforms for the long term. At this
time of critical reform, ad hoc preparation and publication of public information cannot
suffice to adequately prepare customers for the dramatic changes in how the sector will
function. It also fails to satisfy investors
need to secure reliable and trustworthy Transparency in all levels of decision-making
information on a regular basis. Findly, will advance the availability of information
absent a coordinated information strategy
on sector reform, gaps in informeation will befilled in by risng customer and investor
concerns that more often than not are based on haf-facts and rumors. This means that
both the content of information as well as the approach to conveying information need to
be streamlined during this trangtion phase to assure accuracy, consistency and useful
information flows.

The country continues to operate in a culture of non-payment, expectation of poor
service and entitlement to free dectricity as a Government service. It isaso asociety in
which grid-connected customers generally have generators to supply back-up power — it
is gpparent that these generators are used frequently and that the cost of petrol to fue
them is not inexpensve. For Government, residents, businesses and industry, public
information and awareness efforts need to address both a change in energy using habits
aswell as the psychological impact of reforms Citizens can be reminded of their
willingness to pay for telephone and cable televison aslong as their dectricity sarviceis
of acertain leve of quaity. Where people were not traditionaly charged, they are now
asked to pay increasing prices, where use went unwatched, it is now metered. These are
ggnificant changes for the way people think and the way they spend their hard-earned

money.

A number of permanent and programmatic inditutions are carrying out various
levels of public information and awareness campaigns, as are certain Government bodies
(e.g., Minigtry of Industry and Trade). We recommend severa improvements be made:

(& Government (e.g., CNE) can take a more formal and coordinated rolein
providing information about its plans and sector strategy. Thisfunction
may improve as this new inditution grows into its satutory role. This
includes mechanisms for monitoring feedback from customers, companies
and Government and for considering feedback for policy and sector
devel opment purposes (e.g., SIE, possible development of independent
ingtitutes for such monitoring); and

(b) Information, awareness, education and participatiion aspects promoted by
al indtitutions be more coordinated and targeted (e.g., CNE).



(c) Government spokespeople be established and used at the key institutions —
SIE, Protecom, CNE and at the CO can be fully dedicated to providing
information in atimely and clear manner.

(d) Inaddition to indtitutiond readiness to provide information, Gover nment
needs to have the capability to implement sufficiently sophisticated
information campaigns in response to particular situations, often not
predicted. This gpproach goes beyond use of media. For example, a
campaign can be devel oped to respond to disruptionsin the trangtion
process due to the recent Venezudan oil criss that has deeply impacted
the country. Thiswould provide clarity for citizens and build confidence
in Government’ s actions.

21.4.2 Information for Market Players

Although market playerswill benefit from information provided to the public,
they also have specific, more technica information needs that can be better addressed.
Our recommendations under the CO aswell as our overdl suggestions for building SIE
capacity will ad market players gpparent gap in accurate market information. We also
suggest that a “ Roundtable” for market players be conducted, perhaps quarterly, where
at least during the transition period, companies and Gover nment institutions gather to
review sector changes, provide inputs, etc. It is possible that such a roundtable could fall
under a Chamber of Commerce or other non-Government initiative. At present, thereisa
sense among market players that information received is not accurate or, more
commonly, that when there is sufficient information, it is difficult to understand which
issues are most important in the current market setting. Thisis especialy the case with
Government reform measures where market players remain uncertain as to how aress of
sector reform are being prioritized or what the priorities are.

2.14.3 Channdsfor information dissemination

For most consumers, the lines of responsibility for implementing the sector
remain murky between Government and private sector. In most instances, these lines are
nonethdessirrdevant as customers Smply seek reliable, affordable service. Finger
pointing is primarily amed a Government and the distribution companies but ultimatdly,
the Government will have to bare the brunt of disgruntled citizens. Contributing to
confusion isthe array of information sources and types of information provided by
variousinditutions

The SIE has a Public Information unit and publishes information on energy
efficiency aswell as“how to read ameter” and “how to read ahill” literature.

Viathe consumer complant unit of SE, “PROTECOM”, avariety of consumer
educational materias are published. Radio programs are broadcast on nationa
radio aswel ason loca stations and broadcast in the barrios;, PROTECOM
coordinates much of thisinformation to barrio leeders.



The Anti-Fraud Unit conducts public awareness on good energy practices and
consarvation. Awareness information is also provided on how to prevent fraud.

The PRA publishes educationd pamphlets about its program.

The Digtribution Companies are providing increasing literature on meter reading
and energy savings. It isimportant to note the increasing role of companiesin
public information and awareness throughout the country. Edesur/Edenorte noted
that fraud is worsening and collections have improved with the indalation of an
information system. Still, they say that they continue to bettle the customer
mentdity not to pay for eectricity, have commenced some education activities
and are working in the barrios to increase awareness about the pendties for non
payment. Company representatives are said to have vigited regions where non
payment occurs and succeeded to convince 10 percent of those households to

begin payment.

Community based organizations?® are printing hand outs on an increasing basis
cdling for Government accountability and the dleviation of black outs. Much of
this Church-based work is responding to gapsin information — it isimportant that
misinformation and rumor be met with the publication of Government intention

and response.

TheMinigtry of Industry and Trade has an energy efficiency and renewable
energy awareness campaign underway; atextbook on renewable energy and
severad home energy savings pamphlets have been published and disseminated.

At least during this phase of trangtion, it would be useful for Government to take some
account of which Government indtitutions and programs are disseminating whét types of
information. Where possible, Government may wish to streamline information
dissemination, e.g., establish an Energy Information Center and a CNE Public Affairs
Unit.

2.1.4.4 Toolsused to convey information

At present, amix of institutional and informd information and awvareness tools
are used to convey information on avariety of issues. Theseinclude: pamphlets on “how
to read your meter” (Protecom, PRA, Distribution Companies) and “how to save energy”
(PAEF, MIT) to radio clips on “why private investment is good or bad for the country”
(Pact, media). During this trangtion, it isimportant that Sgnificant information is
prepared and sufficiently disseminated to dl segments of society. However, in light of the

2 Another example came to our attention of how public information from an external community based
group can influence policy and at least initiative dialogue. During our December 2002 visit, aforeign non-
Government organization faxed an “anti-Fenosa’ power point presentation to Government, donor and
company officials, which summarized other countries’ experiences with Union Fenosa and listed
clientes@uef.es as the contact for additional information.



new concepts and market approaches that are being introduced as well asthe genera
sentiment that dectricity isa service provided by Government, it is also important that
information not increase confusion.

The most reedily avallable information tool for Government and the sector is
media. Use of the media, particularly print, but radio and televison as well, is the most
powerful tool for the Office of the Presdent, CNE, SIE, CDEEE and companiesto
express their concern, “courageous actions,” and to levy accusations againgt counterparts.
Public debate may well serve auseful purpose to educate the public and evauate politica
options. However, the current display of sector “ angst” in the media where Gover nment
party is pitted against other Government parties and/or private companies must stop!
Thisis especidly true for the Superintendency which should remain “above’ such
didogue in order to preserve its objectivity and the integrity of its decison-making
processes. The media should be used as atool to inform the public and solicit feedback
ingead of muddinging and grandstanding. Thistype of coverageis appeding to the press
but ultimately reflects back on the Government’ s ingbility to pragmaticaly implement
sector reform.

A lack of sector expertise in the media needs to be addressed; as the market
evolves some energy experts and even dedicated journals or columns will likely emerge.
The manner of press coverage in the country congists of highly opinion-based journalism.
The CNE and SIE can work with journalists to assure factua coverage of the sector and
can systematize the manner in which information is provided to media to a greater extent
than is presently the case. It will aso be important to encourage media “follow through”
s0 that when a criss-like gory is introduced, the Government makes sure to follow
through to inform the Press so that resolution can be as aggressively reported.

The use of pamphlets and postersis expanding. Consderation should be given to
the use of natura information networks and resources that may include business
associations, non-Government organizations, schools and loca government offices. A
nationa media campaign prepared by Government but using media channdsto
disseminate periodic/regular messages about sector reform would be useful over the
course of the next two years. Included should be a contact number (e.g., CNE, SIE) for
additiond information.

2.2 STATUTORY INSTITUTIONS, PROCEDURESAND OPERATIONS

The Nationa Energy Commission, the Superintendency of Electricity and the
Coordinating Organization are the primary statutory entities that have been established to
regulate and support sector operations. Each entity is intended to serve a particular role
concerning sector oversight, management and information. Although this basic
ingtitutional infrastructure presents the basis on which a viable market can operate, none
of the inditutions are operating & the level of market sophidtication that is required to
effectively support awell-governed sector. A number of factors, separately and in
combination with each other, impede progress and sustainability of transitional reforms-
the introduction of new, often unclear approaches to sector management; inexperienced
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staff in new ingtitutions; evolving management systems; and a lack of public awareness,
under standing and support for reform.

In addition to these three key inditutions, it is important to note the Presidentia
Commission for the Financid Sustainability of the Electricity Sector (the Supervisory
Coundil). Initidly desgned as an ad hoc group to provide advice to the President on
sector issues, the Commission gppears to have established an important ingtitutional
identity on which public, private and Government expectations have developed. It is
unclear whether this Commission isintended to be established as along-term indtitution
or, aswe suggest, serve asatranstiona body, the role of which will be consumed by
other permanent ingtitutions as reform progresses. For purposes of this assessment, the
Commission isincluded as a permanent ingtitution.

221 The Presdential Commission for the Financial Sustainability of the
Electricity Sector (the Supervisory Council)

This Presdentid advisory council has been in existence since March 2001 and is
comprised of five members®* At this stage in reform, it is dlear that this Coundil playsa
powerful, if not sysematic role in how the sector is evolving. During our visit in
December 2002, the issues of the peso devaluation and the Venezudlan il criss were put
before the Council in conjunction with Presidentia meetings. During virtudly every
meseting with Government parties, the work of the Council was mentioned.

Thistype of council serves an important function during this reform phase and it
is expected that the President would ordinarily take advantage of such an ad hoc body for
technical and other advice as relates to the sector. However, the presence and active
participation of this particular Council in sector matters may have gone beyond a
Presidentia advisory role and runsthe risk of so permeating how the sector develops that
it can be deemed aforma ingtitution. Thisisrisky because thereisno legd basisor
sector mandate for this Council beyond an acceptable advisory role to the President.
Although many of the participants are known in the sector (CNE Executive Director,
Superintendent), there may be some confusion in the sector as to which indtitution,
including the Council, makes the final decisons on sector matters. At aminimum, there
isastrong perception that, except for the Presdent, its members affect policy one leve
above CNE and other inditutiona inputs. The Council is directly impacting, if not
directing, policy priorities and how indtitutions are to operate.

More clarity as to the intended role of the Council isrequired. Asan advisory or
trangtional body, the Government needs to decide whether thiswill be a short- or long-
term indtitution. If to function as an ordinary advisory council to the President, clear
boundaries for the respongbilities and mandate for this type of Council need to be
provided for public and private onlookers.

24 The Minister of Finance leads the Council, other membersinclude: the SIE Superintendent, the CNE
Executive Director, the CDEEE Administrator, one CDEEE advisor, and two presidential advisors.



2.2.2 TheNational Energy Commission (CNE)?®

By law, the CNE has considerable reach throughout Government and is
responsible for establishing sector policies and strategies. The CNE is governed by a
Directorate or “Commission” where saven Government entities are represented®®. By dll
accounts, the CNE is a respected entity and provides sector leadership at present. Legdly
prescribed meetings take place and requisite coordination among various CNE
participants such as the Ministry of Industry and Trade, Technical Secretary of the
President and State Secretary of Finance are functional®’. The Minister of Industry and
Trade isthe presdent of CNE’s governing Board.

CNE basicdly serves arole smilar to aMinistry of Energy but also serves asthe
overseer of the regulator to the point of being a collaborator in regulation. CNE
maintains alega department, and the legal department works with counterparts at other
minigtries. CNE is anxious to build capecity at the regulatory level and is promulgating a
new mentality of anti-fraud, increasing concessions to support renewable energy?® and to
build awareness around the fact that dectricity costs are based on the US dollar market.

The perception among private sector and ate playersisthat CNE will be the
ultimate authority of the sector and that it is an important inditution, led by the right
people, but that to date, it has had limited impact on the sector. Onlookers believe that
the ingtitution will play a necessary role and there is growing anticipation about the
energy policy and planning report expected to be released by CNE in June 2003. Thereis
aso apogtive view that CNE and SIE are strong collaborators. Thisis a collaboration
that, although necessarily strong today during the transition stage, should ultimately
diminish in need as each institution becomes a stand-alone entity and begins working
within its own jurisdictional limits

We are concerned that the CNE has too much influence in day-to-day affairs of
the sector and particularly in regulatory matters. Among other things, CNE has legd
authority to issue Regulaions which are legally superior to the Resolutions issued by SIE
and which congrain SIE’s conduct and decisions; CNE has jurisdiction to review
decisons made by SIE for conformance to CNE' s Regulations and other lega
requirements; and under Article 24 of the July 2001 Law, CNE has the ability to cast a
tie-bresking voteif the SIE is deadlocked. This close relationship should be reduced by
improving the SIE staff and considering revisons to the July 2001 Law.

25 |n Spanish, “Comision Nacional de Energia’. The CNE initiated this assessment of the el ectricity sector.

% Technical Minister of the President; Minister of Industry and Trade; Minister Finance; Minister of
Agriculture; Minister of Environment and Natural Resources; Governor of the Central Bank and Director
of the Dominican Institute of Telecommunications.

27 5ee Reglamento, Art 21 regarding carrying out President of CNE obligations.

2 Four concessions for renewable energy (wind) are underway (Y ork-US company, Canadian, Spanish and
Norwegian firms). NRECA with USAID support has provided extensive wind mapping of the country.
Meeting December 11, 2002, George Reinoso, Executive Director, CNE.
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2.2.3 Superintendency of Electricity (SIE)*

Asagenera matter, regulation in the eectric sector istechnicaly and
economicaly complex. At present, regulation is further complicated by the newness of
the SIE®C as an enttity (at least Since its separation from the Ministry of Industry and
Trade), competent but inexperienced staff and inordinate and unpredictable political
pressures. In addition, the SIE has inherited a number of sector policy and contractua
meatters that transpired prior to the establishment of the SIE (e.g., contracts with the
distribution companies sgned prior to SIE operations).

Although created in March 1998, the SIE did not become independent until 2001
under the July 2001 Law. Before then, it operated under the auspices of the Ministry of
Industry and Trade. At present, SIE has approximately 125 staff led by the
Superintendent. The current Superintendent was confirmed by the Congress
gpproximately four months ago athough he has served in his position prior to
confirmation. He is known for his strong persondity, his unquestionable integrity and his
useful working relationship with the President. He is perceived by the other sector players
as someone from outsde the energy sector who does not necessarily have aclose
relationship with any of the sector players. Because the regulator needs to be a strong
independent entity, this relationship, or lack thereof, is not necessarily a detriment, but
may help in establishing SIE’ sindependence. Indeed, most market players expressed a
desire for a strong independent Superintendent as long as the technica competency of the
Superintendent and SIE staff can be improved.

The SIE is strongly guided by its leadership; athough the three commissoners are
gppointed by the President, the Superintendent carries the public and media voice for the
SIE. None of the three commissioners have sector backgrounds® and it appears that
internd conflicts among the three commissoners may be reflected in how effective the
SIE operates. From the point of view of private investors, the current regulatory
framework is not overly redtrictive or complex in practice, but rather, it is deemed to be
uncertain and operating a the fina cdl of the President.

As the base from which the new governance structure of how the sector is
regulated, under the leadership of Julio Cross, the SIE has embraced increasing
regulatory and market oversght respongibility. Initially besieged by inexperienced staff
and changing leadership, the SE currently demonstrates an emerging and necessary
independence of operation coupled with accountability to business and consumers alike.
Asan inditution, the SIE continues to be directed based on the persondity of individua
leadership, however atendency to ingtitutionalize best practices under current leadership
may show hope that over time, the SIE framework will shagpe up to smply be managed
and guided by good leadership.

2910 Spanish, “ Superintendencia de Electricidad” .

30 The SIE is an independent supervisory agency in charge of monitoring compliance with the law and
regulations. It also controls the quality of service and safety of facilities, processes, application for
concessions and prepares the information required to set tariffs.

31 Chapter 1V, Art 31 of the July 2001 Law calls for “ affiliated professionals...with at least eight (8) years

of experience in the energy sector”.



2231 Superintendent and Commissioners

For the most part, today’ s indtitutiond leaders have been actively engaged in the
electricity sector for decades. However, in the case of the Superintendency, all three
commissioners come from non-sector backgrounds, but are nonethelesswell versed in
“doing business’ in the country. The current Superintendent has strong opinions that are
beginning to shape the indtitutional mandate of the SIE. He strongly believesin the
independence of SIE and will express his concern when attempts are made to chalenge
that independence, atrait that may irritate some sector players or Government ingtitutions
but which will benefit the sector in the long term. Although not in tota agreement with
al agpects of the restructuring including some aspects of the capitdization agreements,
the Superintendent views hisrole as protecting the consumer from corporate conduct that
is exploiting the sector. He aso questions the gppropriateness of some Government
policies and programs, such as PAEF, that have injected the Government into activities
that normally belong to the companies, but demonstrates awillingness to conform to
legal obligations and trangparent decision-making processes.

Curioudy, the other two SIE
commissioners are consderably less
known to market players®? Some

The consistent themeis“ it is more important to have
independent commissioners than fully qualified ones.”

market players complain that none of the Commissioners meet the legdl requirements™ to
have been appoainted, e.g., having eight years experience in the energy sector. Still, the
condgtent themeis*“it is more important to have independent commissioners than fully
qudified ones”

The Superintendent himsdlf is aware of hislack of inexperience in the sector and
is enthusiagtic to receive regulatory assistance from the World Bank and Government in
coming months. Because of hislack of sector specific experience, the Superintendent
appears to be taking on issues closer to his knowledge base, specifically, accounting and
financia issues, private sector contracting and the digtribution of financid flowsin the
sector. These are key issues for the sector, especidly at this stage of the transtion, and
his experience and knowledge with these issues may well benfit the trangtion in the
long term. However, we note that the Superintendent should be careful not exceed his
regulatory authority in these matters, and should ensure that other important regulatory
matters are not overlooked or neglected based on either hisinterest or awareness.

2.2.3.2 Independence of the Regulator

The independence of the Superintendency is one of the most important issuesto be
addressed in sector reform. But, for a combination of reasons, the actua and perceived
independence of the SIE isin question. The Superintendent himsalf expresses astrong
desire for independence from the Executive Branch and many sector players express the

82 Time limitations did not allow us to meet with the other two commissioners.

33 Art. 31(b) of the July 2001 Law.
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same desire. This apparent interference with the independence of SIE, whether this
interference is actually occurring or is only perceived as occurring, severdy undercuts
not only the authority of this critical agency, but aso the integrity, transparency and
predictability of the decisionmaking process, which in turn increases the risk perceived
by the internationd investment community. Risk increases because a company’ s market
position or its regulatory gpprovas or its probability of investigation are controlled by
political decisons rather than predictable indtitutiona decisions, thereby exposing their
investment to higher risk.

We find that some legaly mandated responsibilities of SIE actudly serveto
undermine the independence of the indtitution:

(1) Under the July 2001 Law the Superintendent of SIE aso serves asthe
Presdent of the Coordinating Organism. This dual role for the
Superintendent is an inherent conflict of interest and should be eliminated.

(2) Under the July 2001 Law, CNE has a close relationship with the
Superintendency. Among other things, CNE issues regulations that have
superior legd ranking over the resolutions that SIE issues, meaning that SIE
must follow the lead set by CNE. CNE aso has authority to review decisons
by SIE, dthough we were told that its review islimited to SIE' s gpplication of
the law and does not include areview of SIE'sfact-finding. Thisreationship
undercuts the independence of SIE because, anong other reasons, SIE must
follow the regulaions issued by CNE which is part of the Executive Branch.

Sector players must begin to redize that legitimate procedures outsde preferred
palitics are in place to participate in and to challenge decisons made by SIE and to use
those procedures to obtain afind result. Government’ s ongoing commitment to improved
information exchange will help to clarify roles and responsibilities of still-new
institutions supporting the sector. In the long run, thiswill not only benefit the sector by
reducing risk and improving predictability of decisons, but it aso will benefit them
individualy by ensuring a more stable market environment that is controlled by
transparent decisons rather than politica whims.

In addition, we suspect that the concept of regulatory independence is not yet
clearly understood and/or embraced by all sector players. Although SIE isindependent,
that independence does not preclude, for example, the Superintendent from being ateam
player with other Government agencies, eg., sharing generd policy views and
discussions about sector issues, discussing probable initiatives that SIE or other sectors
could undertake, etc. This collaborative approach to sector development may currently be
perceived to blur the lines of regulatory independence, but is acceptable without
compromising the concept of independence

The concept of independence emerges when SIE has amatter pending before it
and must make a decision about that matter, e.g., after SIE initiates a rulemaking
proceeding, initiates an investigation or recelives an gpplication. At that point, informal



communications between the public (including other Government entities) and SIE (the
Commissioners and the staff) must stop, and al communications should be conducted

through open and transparent processes, e.g., public hearings, written filings with SIE,

etc. Insuchingance, S E must be careful to prevent--and the public and other
Governmental agencies should not seek to engage in--any ex parte** communications so
long as that matter is pending before the Superintendency. Any effort to influence the
decisionmaking process once the matter is under consideration isimproper. However,

until that point, SIE, including the Superintendent himsdf, may engage in team

discussions and be a team player with other sector players.

2.2.3.3 Mode of Operation

Partidly attributed to the cris's management scenario to which Government has
had to respond in recent months, SIE operations have been somewhat ad hoc in terms of
indtituting regular meeting schedules. Asthe Venezudan il criss calms and resolution
of the peso devauation continues, it will be important for SIE to commence aregular
schedule of operation. Thiswill include schedules for interna staff training, inter-agency
meetings and meetings aswell as a dearly defined and published process for public
hearings. The SIE websiteis not yet online but is expected to be onlinein coming
months. The web page serves as an important mechanism for dissemination of
information to the loca population and outside investors tracking the progress of reform.
As SIE develops, it may condder issuing periodic newdetters and informationd updates.

Effort should be made to include a broader range of public participation into
SE’ s decison-making processes. The more the public participates in those processes,
the better it will understand the purposes of the restructuring and the way to expressits
views. Consumer groups and other groups representing coditions, eg., industria,
agriculturd, financia, commercia coditions, should be encouraged to participatein SIE
proceedings and consideration should be given to conducting some public hearings
outsde of Santo Domingo.

2.2.3.4 Role/Perception of Role

SIE isnot necessarily seen asa“driver of reforms” This view is not necessarily
bad for aregulatory inditution because regulatory inditutions normally are more reactive
than proactive to market issues. But sector players understand that SIE is a necessary
ingtitution to support the new market order. Its staff capacity requires technical
improvement and has been cited for alack of experience. Thereisabdlief that the SIE
will listen to private and public players but that it is not currently capable of resolving
any serious matters. SE isgraced in perception with the knowledge that it is a new
ingtitution, at least since it has been separated from the Ministry of Industry and Trade, is
still struggling with its fundamental operations and trying to break with its previous

34 An “ex parte communication” is acommunication (orally or otherwise) made by someone other than an
SIE employee to an SIE employee, such as acommissioner or office director, outside the designated legal
process, about a matter that is pending before SIE, which may influence, or may have the appearance of
influencing, SIE’ s decision on that matter.



identity and establish a new identity. However, agrict time line should be established
for increasing staff competence and SIE respongiveness to market issues, which will hdp
alay sector concerns abouit this critica agency.

As noted eaxrlier, the perception isthat SIE is engaged in astruggle, partly to
ensure its independence, within the sector, eg., with CNE, with the
President/Government and with other market players. Evidence of these conflictsis
obvious from articles, news conferences and press headlines. This perception is not
helpful to SE, and S E must contain its use of the press to conduct what comes off as
grandstanding measures. This sentiment was conveyed to us by market players on
severd occasons. Also, the more SIE finds itsdf headlining in the press, the less
confidence market players will have in SIE'sintegrity and objectivity about market
issues.

Although the SIE is mandated to protect customers, it is nonetheless important,
especidly during this trandtiond phase of the reforms, that some baance be achieved not
only to assure customer protection, but also to provide investors and companies with
certainty and legd predictability that their contracts, market actions and operations, if
within legd bounds, will be safeguarded.

2.2.3.5 Financing SIE

Pursuant to Article 37 of the July 2001 Law and Articles 45, 49-51 of the
Reglamento, the Superintendency has its own funding, to be shared with the CNE. All
participants in the interconnected system must pay 1 percent of the vaue of their
purchase or sale transactions in the wholesale market (spot and contract), for either
energy or capacity, net of transmission toll payments. Likewise, ETED and dectricity
suppliersin isolated systems must dso pay a 1 percent charge on the vaue of their sales
revenues. For thefirgt four years of gpplication of the Reglamento, 75 percent of the
amount collected will be dlocated to SIE and 25 percent to the CNE. It was unclear to us
whether this funding was adequate for these indtitutions and whether they were receiving
these fundsin atimely manner. We congder the funding mechaniam extremey
important for these ingtitutions to carry out their functions, especidly in the case of SIE.

2236 SE Saff Capacity

The Superintendent is aware of the shortcomings of SIE. He seeks gtaff training,
assgtance to him, and Government recognition that SIE can enforce the law and
Regamento. In addition to his desire to build his own capacity, he Smilarly seeks
improvements at the staff level on tariffs, contracts, and technica and information
matters. By virtue of the lack of expertise at S E, the independence of the body is
jeopardized; for example, SE staff commonly rely on CDEEE technical staff and other
information/advisory.

A “Duties Manua” for SIE personnd is cited in the Reglamento, Article 36. We
were not provided this document for review but understand that, according to the



Reglamento, it addresses technica and professiond requirements for each SIE position.
It would be very useful to conduct a thorough review of this manud.

In addition, the SIE has difficulty obtaining information it needs from companies
(e.g., Fenosa, AES); amore experienced and professond gtaff will establish standard
filing requirements and information gethering systlems that are necessary for regulatory
bodies to perform their work. The Superintendent has requested that a Regulatory Work
Plan be developed; SE staff itself should prepare this plan.

The Implementing Regulations® of the application of the July 2001 Law (the
“Reglamento”) clearly ligt avariety of sandard regulatory areas in which SIE will play a
ggnificant role in regulating the market. Modifications to the Reglamento st forth
further processes to be followed by SIE concerning investigations, certifications,
linkages, monitoring the spot market, etc. We were unable to review al these processes
in their entirety and recommend that areview of the details of these processes be
conducted. By most accounts, SIE staff is not prepared to implement its own operation.

2.2.3.7 Processand procedure

The Reglamento addresses both consumer complaints and company complaints™.
More process detail that iswell publicized with respect to company complaint procedures
is suggested. The processes for hearings and gppedls, permits and licenses and
concessions are not well publicized and actually appear to vary at this early stage of
development. Palitica factors seem to influence certain priorities of topics. More
attention to regulatory processesis expected in the coming months and should be closdy
monitored.

It would be useful to improve and publish the processes that pertain to SIE aswell
as other Government agencies that make decisions about the sector, such as CNE.
During meetings with different companies, we observed differing impressons and
opinions on what was believed to be the requisite processesin place a SIE. All
companies operating in the market should be subject to the same process. When asked
how they receive their information, dmost al refer to “word of mouth” of friends and
colleagueswho work at SIE and CNE. Improved and clear information published
regularly, including aworking web page for SIE, would dleviate gpparent gapsin
accurate knowledge.

There are consistent concerns about the lack of decision-making coming out of
the SIE to date. Market players appear thusfar to be patient, waiting in anticipation for
an improved technica capability at SIE. However, it isimportant that a clear process for
decisiontmaking be published by SIE and followed; this would include time schedules for
meaking decigons — whether to extend decision-making time or present find findings.

The Reglamento provides a good “ first step” and should be carefully reviewed and
under stood by staff responsible for implementation at S E.

35 Bylaws of the Application of the General Law of Power 125-01, July 2002
38 Reglamento, Arts. 37-40.



SIE isresponsible for avariety of legdly prescribed issues that impact substance
and procedure®’.  SIE isto maintain ajudiciad and interndl audit competency.®® It has
investigative (e.g., investigating ownership of power plants®®), enforcement, consumer
protection and contract oversght powers, but the detailed processesfor SIE's
implementation of these powersislacking. In its preparation and issuance of resolutions,
SIE should have additiona procedura clarity. Finaly, processes to commence and
procedures to assure fair public hearings need to be developed, published and
implemented.

An in-depth review of the Reglamento and Modifications should be conducted by
SE staff in order to identify any gaps in prescribed process and/or additional areas that
require clarification. It is suggested that SIE prepare a document describing specific
processes and time frames for standard regulatory actions (e.g., Establishment of aclam
of linkage against a company by any Wholesde Power Market Agent).

2.2.3.8 Appédlate Jurisdiction and the Appeals Process

The two Government entities which have decision-making authority and from
which an apped process must be established are CNE and the Superintendency. The
Coordinating Organism is a private entity crested by the July 2001 Law and is subject to
SIE monitoring, so that its decisions are determined by the rules of that organization.*°

Superintendency. SIE decisions can be appealed to either CNE or the
Adminigtrative Law Court following prescribed procedures. Those procedures should be
more carefully reviewed to determine the process and standard of review.

The Superintendent has authority, subject to athree year Statute of Limitations, to
determine the degree of severity of any infraction or non-compliance of applicable rules,
and can determine the amount of the pendty subject to the limits st forth in the July
2001 Law (Article 126). Affected individuas can apped the decision on sanctions and
pendtiesto the adminigrative law court of the Dominican Republic (Article 127). In
addition, fines generated as aresult of sanctionslevied are to be earmarked for “ specia
education and professiona programsin regulation”#* — it will be important to track these
funds and monitor how they are channeled for public review.

As an independent regulatory organization, the decisions of the Superintendency
idedlly should be appedable to anon-paliticd entity, normaly the judiciary. Asnoted
above, Article 127 of the July 2001 Law States that decisons regarding fines and
sanctions imposed by the Superintendent are apped able to the Administrative Law Court.

37 Reglamento, Art 32, Art 33,

38 Reglamento, Art 35.

39 Reglamento, Art 12.

40 Article 24(d) of the July 2001 Law gives the SIE the power to oversee the behavior of the electricity
market. Paragraph () of the same article gives the SIE power to resolve conflicts among entities and
persons subject to its oversight, which includes whol esale market participants.

1 Reglamento, Art 11, Par 2.



Asiscommon in countries that follow the Napoleonic Civil Code, the acts of the State
conducted under the State€' s congtitutional prerogatives cannot be chalenged before the
genera courts of law. Instead, they must be appedled to a specidized court, the
Adminigrative Law Court (“Tribuna Contencioso-Adminigrativo”), whose decisions are
find.

Article 127 of the July 2001 Law was interpreted by Article 28 of the
Modification to Reglamento, in what appears to be an expansion of the appedl rights*.
Specificdly, Article 28 of the Modification amended Article 512 of the Reglamento to
specify that any SIE decisions regarding fines and pendaties that are contrary to July 2001
Law, the Reglamento, or the regulationsissued by the SIE and the CNE, can be appeded
not only to the Adminigtrative Law Court but dso to CNE. It isunclear to us whether
thisinterpretation of Article 127 of the July 2001 Law is an gppropriate interpretation or
whether it exceeds that Article by adding an additiona forum (CNE) for gppeds. Our
understanding is that the decisons of the Adminigtrative Law Court would prevail over
those of the CNE, asthe Adminigrative Law Court is empowered to rule on any
adminigtrative acts of the State. We are not aware of any appeal from a SIE or CNE
decison to the Adminigtrative Law Court that would darify this jurisdictiond issue,

Fines and pendties are asmall part of the jurisdiction of the Superintendency, but
this appears to be the only provision of the July 2001 Law specifying the appea process.
There are no other provisionsin the July 2001 Law that specify where decisons of the
Superintendent are gppedled or what the standard of review would be on appedl. The
only applicable provison is Article 11 that alows interested parties whose applications
for a concession, permit or authorization, whether granted or rejected, to apped such
decisonsto CNE who, in turn, may, if it deems it advisable, take the case to the President
of the Republic. Other provisons in other laws gppear to dlow aright of gpped to the
Adminigrative Law Court, but the interaction or priority of these gpped rights was not
immediately apparent.

During meetings with various organi zations, however, we were told that CNE
consders apped s from the Superintendency and that the standard of review is very
limited and gpplies only to areview of the applicable law. Stated differently, CNE would
not overrule any factua findings, but would have authority to review the gpplication of
the law to the factua findings. However, as stated above, we were unable to find any
clear legd judtification for this process or the stlandard of review, dthough Decree No.
749-02 (September 19, 2002), Article 512 was cited to us as the basis for the process.

The National Energy Commission. CNE is part of the Executive Branch of
Government that is managed by a Board, of which the Minister of Industry and Trade
sarves asthe President. As part of the Executive Branch, it reports to the President of the
Republic through the President of the Board. As noted above, the only provison of the
July 2001 Law that addresses gppedlsis Article 11 which provides that interested parties
whose applications for a concession, permit or authorization are granted or rejected by
the Superintendency, may apped such decisonsto CNE who, in turn, may, if it deemsit

42 Decree No. 749-02 (September 19, 2002).
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advisable, take the case to the President of the Republic. Thefirst observation isthat the
explicit language refers to “interested parties’ which would gppear to include dl parties
to the proceeding, and not just the gpplicant. However, the remaining language of Article
11 seemsto limit the apped rights only to the gpplicant. If correct in this interpretation,
then interested parties who opposed the application would not have any apped right to
CNE if the gpplication were granted.

Aside from the statutory language, we were told, as noted above, that CNE only
has authority to review the lega badsis of the Superintendency’sdecisons. Thislimited
review may arise, in part, fromits legd authority which extends to issuing regulations, a
higher lega authority than the resolutions that the Superintendency is authorized to issue.
The authority to issue regulations gives CNE a broader authority to set the legd tone and
policy for the sector.

Since CNE is part of the Executive Branch, decisons by CNE normdly would not
be apped able to the judicid branch. The only remaining gpped would lie with the
Presdent of the Republic, which clearly introduces political issuesinto the review
process.

2.2.39 Issuing Resolutions

The process for developing resolutions is reasonable and goes through severa
dages. Draft resolutions are prepared by SIE gtaff, following “brainsorming” and
roundtable discussions among various sector players. The drafts are circulated to market
players who are given two daysto respond. The perception isthat SIE is coordinating
this process with CNE every step of the way.

A recent example of the processis the SIE resolution on the exchange rate as the
“market vaue of the load.” Companies met with the Presdent and al agreed that a
resolution in this regard had to be issued. They aso knew that the resolution would
edtablish a different vaue of the dollar and would therefore impact distribution company
contracts that are based in dollars. Nevertheless, because the roundtable was a precursor
to preparing the resolution, companies and Government were in agreement on the
substance of the resolution.

Thisresolution is one example where the generd public gpparently was excluded
from the decison making process and was denied an opportunity to learn how and why
this decison was made. The round table discusson appears smilar to aform of
Advanced Rulemaking and is often used in other countries as away of exploring issues
and opinions before a regulatory agency has completely formulated its opinion. But this
process should be more transparent, as well as the final process of issuing the proposed
and final rule, so that the public can participate in and the press can report on these
matters.

Most market participants with whom we met were aware of two pending
resolutions that will provide further detail on the Reglamento, addressing frequency and



voltage requirements. One company submitted aletter to SIE seeking less stringent
limits and is awaiting reply. Here the process has been one of collaboration with the CO
and companies. At this early stlage in development of SIE process, we did not hear
definite complaints, but heard cautious concern that SIE processes become more defined

and clear and action, more immediate.

2.2.3.10 Contract Review

SIE daff needs more capacity in thisregard. There is atendency in the country to
disregard the integrity of a contract if deemed to be full of unacceptable terms, often
blamed on having been drafted before recent sector changes, (e.g., capitdization) when
the sector operated under different market conditions, or under prior administrations.
Although SIE should act on abusive contracting or contracts that are deemed to be
unreasonable or not prudent by established standards, dismissing contract terms too
readily will send the wrong signd to investors and sector entities interested in committing

to long-term involvement in the sector.*®

22311

I ngtitutions Operating Under SIE

Office of Consumer Protection for Electric Energy (PROTECOM )*

Perhaps one of the more efficient new
ingtitutiona operationsin place is PROTECOM,
the consumer complaint divison under the SEE.
PROTECOM s legdly operating under SIE but
works independent of SIE, reporting to the Board
Presdent of SIE. PROTECOM does use the legal
gaff of SIE and maintainsits own technica Saff.
Functiondly, PROTECOM investigates, monitors
and determines whether violations in usage, hilling
have been committed. It is not responsible for any
aspects of ratemaking or addressing the issue of
blackouts. This separation of functionsisvery
important. PROTECOM has become a
clearinghouse for action on behaf of customers
and actually appearsto be working at its peak
capability. To date it has processed 8,000 cases™
and returned more than 100 million pesos to customers.

Table6
PROTECOM Offices

Existing Offices
Santo Domingo
San Cristobal
Puerto Plata

Higuey

Anticipated Offices

San Francisco de Macoris
San Juan de laMaguana
San Pedro de Macoris
LaVega

Santiago

Santo Domingo Este
Mao

According to its literature, at present, PROTECOM maintains four operating
offices. Santo Domingo; San Cristoba, Puerto Plataand Higuey.* In total, 52 staff are

“3 Even though so called “regulatory out” clauses can be used to protect parties from unforeseen regul atory
actions, invoking these clauses undermines the intention of the partiesto have along term contract and
disruptsthe financial arrangementsthat lenders have put in place.

“41n Spanish, “ Oficina de Proteccion a Consumidor de Energia Electrica’

45 Of the 8,000 complaints, we are informed that none or very few of the complaints were levied against
AES operations.
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employed by PROTECOM throughout the country. Approximately 30 staff members
comprise the technical team responsible for making visits to customers to assessthe
technica nature of complaints. Twenty individuas are now receiving training to work a
PROTECOM. The Santo Domingo office that the team visited is centrally located,

vibrant, wel-lit, has ample seating for customers, many chairswere in fact filled, and an
enthusagtic staff of 5-6 individuals behind the welcoming desk that accept customer
complaints. Staff members promptly provide information to customers and the officeis
well equipped with furniture, equipment and supplies. Under law, PROTECOM wiill
operate officesin each province, and four offices will function in Santo Domingo.
Additional offices can be operated and may be considered as temporary operations by
lav.*” SIE isalowed to organize offices and mobile services to respond to community
needs, thisis avauable attempt to provide flexibility for consumer sarvices. It is

suggested that whatever offices or mobile operations are in effect be well publicized and
that sufficient notice be provided to customers in instances where offices will close or
mobile units be relocated.

Filing complaints- A complaint sheet isfilled in and the customer is provided
with a hand page describing basic dectricity rights. A written satement is Sgned
by the customer and assisting inspector that indicates that the services provided,
by SIE, were free and that if any payment or gift is offered, a pendty can be
levied.*® It invites signatories to write to the Department of Prevention of
Corruption if necessary. Information is dso available on how to read a meter,
tariff rates, etc.

%8 |t appears that three offices are actually fully operational.

*" Reglamento, Arts. 37-39.

“8 A list of penalties that can be levied against violators of the statute is provided, “Levantamiento de
Cargos’.



Diagram 2
Process for Customer Filing a Billing Complaint

¢ Once customer
notifies PROTECOM,
they are permitted to
stop paying electricity
bills until resolution of
clam

Company has 3
days to respond **

Customer Informs

Customer notifies
[files complaint

with PROTECOM.

Company. >

» Customer can use
court system but
generally does not*? .

Company is notified
by PROTECOM.

PROTECOM Technical
Staff visits customer

home/conducts review.

» Company can

* If no appeal...
appeal to CNE. P

If no problem with
appliances, it may bea
meter issue and require
additional review.

If problem with meter,
technical staff orders
changes.

If commercial setting,
several problems may
need to be assessed.

*footnote 1- According to PROTECOM officids, the distribution company generally takes longer than 3 days to respond,
*footnote 2- Appeals are taken at the Administrative Court (July 2001 Law, Art 127). Judges have been noted to issue
favorable decisions for customers.

Meters - At present, there are 4-5 types of meters used to monitor the network;
congderable complaints have been received on the Schlumberger meter used by
Fenosa If the digtribution company is found to have engaged in fraud, the
company will pay PROTECOM. Under the July 2001 Law, where the consumer
has committed fraud, 20 percent of its pendty will go to PROTECOM, 70 percent
to the digtribution company and 10 percent for the development of renewable
energy*®. Cursory information provided to us indicated that 25 percent of 417
meters that were checked were faulty—the Edesur meters had 85 errors and the
AES meters had 21 errors, dmost always in favor of the distribution company.
Anecdotdly and gatigticaly, AES s found to be operating a higher compliance
with the Reglamento than Fenosa. Thereis strong belief that most meters used by
Fenosa, newly ingalled, have been “set” to register up to 30 percent beyond
actua consumption; representatives from Schlumberger were said to have visited
the country to address this matter. Although Protecom found some errorsin AES
meters, Protecom believes that those errors were not attributable to the meters
being “set” to register higher than actual consumption.

S Title VIII, Art 125, Par IV, July 2001 Law.
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Billing- There are increasing complaints regarding billing cydes— customers are
bringing in bills thet reflect 34-37 billing daysin amonth cycle; in some cases,
customers have been billed up to 400 days per year! Customers are entitled to
receive ten times the vaue of overpayment (e.g., if billed for 32 days and should
be 31, the vaue of the one day payment timesten.) Under law, where customers
do not pay, their service can be shut off after one month, forcing people to firgt
pay the incorrect bill and to then seek remedy.

Arbitration Commission®®- the Commission is not yet in effect; it isimportant
that the Commission be established and that its mandate is clearly articulated in
order to establish an immediate trust in its satus and decison making. The
Commission will be used when the fird rate review takes place and whenif there
are disagreements between the distribution companies and the SIE. The
Commission will function under the auspices of the Superintendency and initid
processes are prescribed in the Reglamento. However, considerable more detail
for how the Commission will operate will be necessary. In the current sector
climate, by company accounts, effective operation of this Commission will be
welcome; the prospect of internationd arbitration lacks apped due to time, money
and the negative publicity a company will receive.

2.2.4 Coordinating Organism (CO)>*

In generd, and despite the downess

of the process of ingtitutional development, During the year 2001, he CO conducted

the wholesale market appearsto be
working reasonably well from an
operational perspective, dthough not from
afinancia one. The CO hasbeenin
existence for more than two yearsand is
cited as operating in a“very professond”
and transparent manner.>? Itswork is
conducted through the Coordination
Council; the Reglamento and Modification
gpecify composition, operations and
processes. It has statutory power to issue

preliminary studies for the implementation
of a data capture system and certified the
measurement equipment installed in 56
percent (163) of the grid’s interconnection
points. We have no information about the
progress of this task during 202, but we
were informed that measurement eguipment
is  substantially lacking a the
interconnection of EGEHID’s hydro
facilities with the grid. This is apparently
related to the inability to compute
transmission congestion costs as required
by SIE-17-2001.

norms about the operation of the market and seems capable of executing its misson with
ahigh degree of transparency.®®  In the year 2001, the CO issued internal procedures for
the preparation of periodic operationd reports concerning: the settlement of commercid
transactions among market participants, the settlement of capacity adjustment

transactions; and updates of transmission loss factors across system nodes. These reports

°0 Seg, Reglamento, Chapter 11, Arts. 130-139

*1 In Spanish, > Organismo Coordinador del Sistema Eléctrico I nterconectado de |a Republica Dominicana.
%2 The CO website is one of the most comprehensive sites of this nature the authors have seen in terms of
the range and detail of the information provided therein. For instance, the site provides the current merit
order, hourly marginal costs, and annual financial flows among participants.

53 See www.oc.org.do.
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are pogted in the CO’ s website and are hence public information. We have reviewed
severd reports; they condtitute an important and commendable aspect of the CO’'s
development, as they contribute to the transparency needed by market participants, the
regulator, the Government, and other stakeholders to ensure that the market is operating
without digtortions in favor of any participants. The CO aso implemented severd
information systems for dispatch and transmission system control,>* and it has organized
educationa activities for sector participants.>

The main problem that the CO is experiencing is an overly dow process of
consolidating its legdl, financia and governance structures. For the short term the CO
budget has been approved and its technical staff is recognized as highly competent. No
procedures for the calculation and collection of participant charges (for the financing of
the CO’s costs) appear to yet to bein place,*® and by-laws for the governance of the CO
areiill lacking.®” The intended restructuring of the CO Board has not been implemented
because, among other reasons, CDEEE has not created the corporations for ETED and
EDEHID.

At present, private-sector participants are concerned about Government entities
dominating the CO governing board. Asillustrated below, under both the current
structure and the structure mandated by the July 2001 Law, the compaosition of the CO
Governing Board is heavily weighted towards Government-owned companies.

Table7
Structure of the Coordinating Or ganism Council
No. of Representatives Current Structure Structureunder July 2001
Law
1 Private Generation Private Generation
1 Capitalized Generation Companies State Hydro Company
1 State Transmission Company State Transmission Company
1 Distribution Companies Distribution Companies

>4 Currently, the system used for the CO’ s operational forecasts is MOPERD, developed by Synex, awell-
known Chilean consultancy (OC, 2002b: 14). In addition, the CO implemented the STARNET program for
short- and mediumterm dispatch. This program was developed by ICADE, an internationally recognized
Spanish engineering school in matters of electrical system planning and dispatch (Organismo Coordinador
del Sistema Eléctrico Interconectado de la Republica Dominicana, Memoria Anual y Estadisticas de
Operacion 2001, p.19).

% (0C, 2002).

%% Article 54 of the Reglamento specifies the following financing principles: the CO will be financed by
generators (including any self-generators selling surpluses into the market), distributors, EGEHID, and
ETED. Chargeswill be based on relative participation in total value of market transactions.

>7 See section 1 of the report for adescription of the legal provisions concerning CO governance.
According to some private company executives, , gaveto USAID. But thisrepresentsthe private
generatorsin the CO’ s governing board, the delay is caused by the fact that the transmission and generation
subsidiaries of CDEEE have not yet been legally constituted, so they lack legal representatives for the
governing board.



Under the July 2001 Law, the Board, which has the decision-making power for the CO, is
composed of one representative from each of the following sectors: private generation,

the state hydro company, the state transmission company and the distribution companies.
The Government owns gpproximately 50 percent of the distribution companies, meaning
that the Government’ s interest in the Board, compared to the private sector companies, is
heavily weighted by this composition. If this Structureis to be changed, an amendment to
the July 2001 Law would have to be enacted.

There is some concern expressed by public and private market players, that the
CO may provide opportunity for interna collusion among its members. We did not find
any direct evidence or hear of such activity but the fact that this concern is being
expressed reved s a perception about the CO and that it will benefit from educating the
public about its functions.

We note that the Superintendent of SIE presides over the CO asiits Presdent —
this should not be allowed. The Superintendent can servein alesser role, such as non
participatory attendance at CO meetings. Another concernisthat the July 2001 Law is
slent on CDEEE' s obligation to adhere to CO decisons. Although CDEEE is a market
player, it can aso be congtrued as an instrument of the Government. Some provison
should be made to clarify that CDEEE’ srole in the CO isthe same as other private
entities.

With regard to transparency and financid sustainability of the market, however, a
magor issue regarding the CO' s ability to discharge its dutiesis the fact that the
“commercid information system” required by Title IX, Chapter V of the Reglamento to
ensure gppropriate settlement of transactions, has not yet been fully implemented. The
commercid information system required by the Reglamento®® should be installed and the
CO should conclude its studies if not dready done so on the ingtdlation of acentrd data
collection system. Ingalation of both systems will ensure proper settlement of market
transactions.

According to the CDEEE, US$1 million worth of transmission congestion costs
per month are at present being charged to the CDEEE by default, as the CO lacks
aufficient information to charge them to other participants with better measurement
equipment. This obvioudy impacts both the degree of transparency in the system and the

*8 These provisions of the Reglamento require the installation, at every point of interconnection of
generators and distributors with the transmission system, of equipment to measure active energy flows,
reactive energy flows, and voltage levels over three-phase connectors (to record voltage fluctuations).
Every generator or distributor connecting to the grid at a specific interconnection point is responsible for
theinstallation of the measurement equipment, in accordance with the standards defined in the previously
referenced provisions of the Reglamento, and any further standards defined by the CO. The generator or
distributor must also arrange for access to atelecommunications network capable of transmitting the
measured data to the CO. The communications network can be the fixed-line tel ephone network or other
networks per agreement between the participant and the CO.



indugtry’ s financiad sugtainability, snce CDEEE is dready very stretched financialy due
to its PPA-related burden.>®

2.3 STATUTORY INSTITUTIONS SUPPORTING SPECIFIC SECTOR PROGRAMS

Basic Tenets of the PRA"

18 hours weekday service

24 hour service on weekends

5 hours paid by distribution company

2.3.1 Blackout Reduction Program
(PRA)®

As part of the Globd Sugtainability
Agreement, the Government established in 2001
a 2-year Blackout Reduction Program (PRA)®! to provide subsidized electrical energy to
low-income neighborhoods on a transitory basis® PRA does not address medium and
large voltage users, public lighting or Government agencies. Begun on apilot basisin
November 2001, the program was expanded in September 2002 after severerioting in
Summer 2002 which left severa people dead from confrontations with the police®® The
PRA ensuresthat up to 18 hours of dectricity (24 hours during weekends) are made
available in sdlected low-income neighborhoods™ by paying for 13 hours out of a
RD$100m budget earmarked by the Government for 2002. ®® The distributor providesthe
firgt five hours of supply. In addition, the PRA works with community leaders and
merchants to establish a bill collection system and to educate the community about
paying for dectricity. Collected amounts are used to pay for the energy delivered (i.e, to
recover some of the cost of the subsidy) and to invest in upgrading locd digtribution
fadilities, induding legdizing illegd connections and meter ingdlation. The budgeted

%9 Hence we have a vicious cycle of making CDEEE the “payer of last resort” which limits its ability to
upgrade the measurement equipment and exacerbates the congestion charging problem.

60117 Spanish, “Programa Nacional de Reduccion de Apagones”, see Presidential Decree 1080-01.

61 The first significant crisis took place in July 2001 and the second in September 2002 basically due to the
fact that the distribution companies only supplied that power for which they received payment. The
Government announced that 20 hours service would be provided to these familiesin July 2002.

%2 presidential Decree 1080-01, dated Novemnber 3, 2001.

83 Economist Intelligence Unit.

8 A total of 700,000 households have been identified in the country for PRA coverage. By way of
comparison, there are about 1m residential customers with meters (i.e., non-PRA) in the country.

%5 For communities that have not signed an agreement, PRA includes 14 hours of daily supply M -F and 18
hours daily supply weekends for communities.



subsidy amount in 2003 is RD$80m per month, as the program is to be phased out at the

end of 2003.

PRA is an important transition program; it isimportant that PRA not become
indtitutionalized, but rather, serve as an impetus to remedy the problem of blackouts.
PRA isimplemented technically and adminigiratively under the Socid Cabinet but
actudly reportsto the CNE Board and SIE. Payments received under PRA by the
distribution companies are kept in aspecid account. Technica experts of COEEE
conduct technica audits to confirm payments due to the PRA. CDEEE technicians vist
the regions to read meters and conduct the audits each month. PRA is audited by the
Comptroller Generdl. It isintended that the program will expand coverage and increase
sarvice to 24 hours everyday. However, we are informed that 24 hour service under PRA
depends on the financia and technica capability of Government. PRA currently
employs 70 gtaff including supervisorsin the barrios. Fifteen staff members are based in
Santo Domingo in addition to eight part-time workers responsible for computer data
entry. These jobs are to become full time; weekly staff meetings are conducted each

Monday.

PRA targets 700,000
familiesidentified as not
having paid their bills but dso
as not receiving adequate
sarvice At thisstagein the
program, 238,000 families are
participating in PRA. The
program seeksto operatein
238 sectors but is presently
operating in 70.

PRA |mplementation Process

In Los Mulos some simple technical fixes may result in
improved electricity service. In collaboration with CDEEE
and AES, NRECA will maintan a $4.7 million project to
rebuild power connections, transformers and necessary
materials impacting 16,000 households - 80,000 people. In
2000, 70 people were killed due to bad electricity
connections. This barrio often receives 5 hours daily service,
not the 18 hours intended by PRA. It is reported that despite
the installation of many new power lines, inadequate poles
placed 2 feet underground instead of 4, resulted in non-
working lines. This 57 year program brings together 57
local organizations and may provide a solution to increase
service as well as build company-community collaboration
to improve access and safety.

Sdlection of barrios for PRA participation was based on a*“ poverty map” of the
country aswell astechnicd criteria Individua income levels are very poor. Although
indications are that selected barrios meet program criteria, it was noted that certain
barrios gppear to have been given priority sdection for immediate participation based on

politica pressure.




Diagram 3
PRA Implementation Process

M aster Agreement

The distribution company and Government contact local community leaders (e.g.,
churches, businesses) and conduct roundtables on blackout and sector issues. An
agreement is signed by the local leader, company and PRA representative. The barrio
commits that each customer will pay 100, 200 or 300 pesos per month depending on their
income level. Commercial customers can receive 1000, 1500 or 5000 peso subsidy per
month. Each residence and commercial enterprise is reviewed for appliances and
information is catalogued in a computer database. This “Master Agreement” has
commenced the PRA effort in all 70 of the 238 sectorsin which PRA seeksto work.

Coallection Agreement Payment Site Agreement
The Distribution Company The Distribution Company
takes on alocal collection aso makes aformal agreement
agent(s) who receive 5 percent with alocal shopkeeper(s) who
of collected payments as —» will receive 4 pesos per hill
commission. The agent(s) paid by customers at that shop.
receivestraining and is ableto
establish alegal business.

By working with community leaders, PRA seeks to increase confidence of the
poor in didribution companies and to baance the fiscd criss for companies suffering
certain non-payment.?® Importantly, much of the collected money says in the barrios
through a strictly controlled process of investment in distribution network upgrades.®’

2.3.2 Anti-Fraud Program (PAEF )°®

The Anti-Fraud Unit was established as part of the National Police in October
2002 to enforce collections and diminateillegal connections. The program adso maintains
a public awareness scope that addresses energy use, conservation and how to prevent
fraud. PAEF maintainsits heedquarters in Santo Domingo and has five regiond offices.
General Rafadl Guerrero Perdta, Director of the Unit, is dso the Executive Director of
the Commission for the Reform and Modernization of the Nationa Police. PAEF meets
monthly with the SIE and CNE and ultimately reports to the Attorney Generd.

% Fenosa' s collectionsin poor communities rose from 5 percent to 23 percent in 2001.

67 Although we did not receive any concrete statistics on collection rates under this program, we were told
that collection ratesin one district improved from $700/month to $30,000/month over a period of three
months.

88 |0 Spanish, “Programa Nacional de Apoyo Eliminacion Fraude Electrico”.
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PAEF is gaffed with 116 individuas, 70 percent of who have street police
experience. This new operation has clear objectives, iswell managed, is collaborative and
is operating in what appears to be an objective manner. In theory this Government
program is reasonable and seeks to assist the sector in increasing collections, deterring
and prosecuting fraud, and improving the qudity of digtribution networks. The obvious
concern with a unit that is vested with police powers is the concern with which police
participation in the sector may be abused and/or feared.

Srategy

For the time being, the Unit
is specificdly targeting mid to
high-end cusomerswith initial
emphasis on commerciad
customers; 80 percent of fraud
found by PAEF to date was carried
by commercid customers®® This
strategy seeks not to harm the poor
without first addressing those more
ableto pay. PAEF leadership
informs usthat PAEF is not
concerned about the number of
fraud findings, but rather, that
illegal connections be reduced and
payments increased.

Process

PAEF receivesinformation
about violations from avariety of

A Typical PAEF Case Scenario
1. The Unit obtains information from a source about an
illegal connection or abuse.
2. A Squad, consisting of two technicians from the
affected distribution company, two police officers and
one public attorney, is sent to the site to conduct a
technical review that includes assessing the loads at the
site, checking the meter, and possibly questioning
witnesses.
3. If there is evidence of meter tampering, photos are
taken, as potential evidencein acriminal action.
4. If the owner is available, the Squad notifies the
owner and invites the owner to be present for the
review. The Squad can access the site without notice ta
the occupants, if, prior to entry, the attorney signs an
“Act of Inspection” asserting that entry to the site was
made and finds probable cause of aviolation.
5. The powers of the police officers include cutting the
power lines and arrest authority.
6. A final report of the investigation is prepared and
referred to the Justice Department as appropriate.

sources dthough it gppears that the distribution companies provide most of the “tips.”
Interestingly, of the 4000 “tips’ received to date from distribution companies, only 10
percent have resulted in findings of fraud. Some general neighborhood sweeps, generdly
conducted in “problem areas’, have aso been conducted without notice or specific fraud

targets.

Squads (sometimes referred to as “ brigades”) of 2-3 police officers, 1-2 technica
experts who are usudly distribution company employees, and one atorney from the
Office of the Public Prosecutor are sent to the Site to detect and prosecute fraudulent
electrica connections and meter tampering. Squad members are provided with
identification cards and go through a gtrict selection process. Prior to entering an
establishment or dwelling, the attorney present must sgn an “Act of Ingpection”, finding
that “ probable causeg’ of aviolation exigts, and indicating that entry was made. In cases
where “probable cause” isfound, we are told that very thorough documentation of the
violation is necessary to provide a“stand done’ casein the event of alater court review.

89 418 investigations have been conducted to date.



The Squads commenced work on November 25, 2002. There are currently 28
Squad members; 12 more police officers are to be moved to the Unit. Initsfirst 12 days
of operation, the Unit received approximately 4000 tips that include some residentia
units but mostly commercia establishments.”™®  No prosecutions have been initiated,
because the program is till being established and public atorneys arein the process of
being assigned to accompany the Squad Units.

The Unit is establishing a database to monitor abuses. Collection of the datais
step by step from various sources and only address fraud. The stated intention of the Unit
isthat customers take action before a court filing has to be made. Use of pendtiesis
deemed asthe firgt and hopefully last step in the enforcement process. There have not yet
been any arrests but this authority isincluded in the scope of the Unit.

| ssues

Due process - Overdl due process including procedurd safeguards are criticd in
such aprogram in order to avoid abuses of police power, build credibility and to
prevent retdiaion by the distribution companies againg critics of those

.71
Prior to entering a dwelling or establishment, the comp_anles . The program
public attorney is required to make a finding of de‘.SCI‘Ibed to us appears, & present,
“probable cause”. Presumably, this finding can || 1O include reasonable safeguards,
be challenged in court as being unreasonable; but || including the presence of a public
the only value of such a finding is if evidence atorney from the Justice

obtained from entering the dwelling is excluded, l .
i.e., the price that law enforcement must pay for D ment in order to ensure that

unreasonabl e findings and aggressive behavior. proper processes are followed.
However, the possibility for abuse

of this police approach and the risk of selective prosecution’? are significant.
Notice provisions and customer feedback need to be closdy monitored. The
program needs to be considered as temporary and should be digned with
indicators of success over afinite period of time to assure gppropriate results and
minimize levels of fear/anxiety that are generdly attached to these types of
programs.

Fnancing the Unit — For at least itsinitia operating period (2 months), Unit
financing, based on the Government’ s request, has been covered by the
digtribution companiesin the form of lending approximately US$200,000-
$300,000. Astheloan is paid off, which gpparently began in December 2002 or
early January 2003, the funding for the Unit will come from pendties that the
Unit collects from violators (see, for example, Articles 124 and 125 of the July

0 By comparison, the distribution companies estimate there are approximately 200,000 violations.

" We were told that two families or relatives of families that have been critical of reform in the electric
utility sector and the distribution companies were “caught” by the police units. Apparently in both cases,
the individuals were exonerated, but only after the severe inconvenience of having to defend themselves
and challenge the police investigation.

2 The General staunchly asserted that as aleader, he isindependent of the distribution companies and will
not be an instrument of any institution or individual.

69



2001 Law). The Anti-Fraud Unit will retain 67 percent of the pendtiesthat it

collects. It is unclear how these funds will be channdled to the Anti-Fraud Unit. If

the funds from the penalties go directly to the Anti-Fraud Unit, we are concerned
that this method of funding will provide a profit incentive for the Unit to promote
its function, as opposed to social and economic reform incentives to pursue its
mandate.

The standard process for funding such a Unit would be to have the pendties paid

into the Minigtry of Finance. The Unit would submit an annua budget in

accordance with the normal budgetary process, and refer to the pendtiesit has
collected as partid judtification for its future funding. Money collected from

penalties should never pass directly to the Anti-Fraud Unit; budgetary and review
processes are critical to provide the proper incentives.

Coordination with Protecom- If acustomer chalenges abill and files acomplaint

with Protecom, that customer is entitled not to pay charges while the complaint is
under review. It ispossible that such customers may be identified, either

intentiondly or accidentdly by the digtribution company. We suggest that the
program be monitored, especially on referrals from the distribution companies, to
determine whether such individuals are being targeted as suspects. Since the Unit
has arrest authority, and apparently can make arrests without awarrant issued by

an objective third party who can determine whether an arrest meets certain legd
criteria, this authority has the potentia of harassing innocent individuas and
edablishments. At a minimum, an objective third party reviewing a request for an
arrest warrant, can determine whether a protest is pending at Protecom.

Arrest Authority - The Squad police have the typicad authority to make an arrest if
it viewsthe crimein progress. A fundamentd issue to review is whether, for
example, the mere existence of connected power linesto a dwelling is so obvious
acrime asto judify the use of the arrest authority, i.e,, isacrimeredly occurring,
and if the crime is occurring, who is committing the crime and who should be
arrested (the landlord, the tenant, if a corporation, which corporate officer)? The
fact isthat the PAEF Unit does not know, and this ambiguity is precisdy the
reason why an objective third party with authority to issue an arrest warrant is
imposed between the arresting officer and the public, i.e., so that an objective
review (7:); the facts can be made before the individua is forced to defend

himsdif.

3 On the other hand, if the Squad actually views the conduct of an illegal connection being made or a meter
being tampered with, then the suspect is readily apparent because the crimeisin progress.
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Judicid rdaionship — Because of the newness of the Unit, it is premature to
asesstherole of the courts in how the work of the Unit is progressing. It will be
important to monitor the number of casesthat are brought for judicid review and
to assess whether any judicia burden is presented. It may aso be important,
depending on the leve of cases actually brought to court, that technica capability
a the court leve vis-&-vis the dectricity sector be increased.

Monitoring results— it is not possible to describe in economic terms the utility of
the work of the Unit. Thisis afactor that should begin to be quantified and
published on aregular basis with reference to type of user (resdentid,
commercid, indudtrid), region and resolution.

2.3.3 Rural Electrification Plan (PNER)™

The PNER isintended to subsidize the connection of areas not yet connected to
the grid or lacking electricity supply. Plans have been developed for the North, South,
East and border with Haiti. The plan is expected to provide dectricity servicesto
approximately 420,000 rurd consumers. Only a portion of financing is expected via
lending from Spain to cover the estimated program cost of $USDE0 miillion.

2.34 Pact for Stabilization and Economic Development °

Aninforma but potentialy important initiative has been commenced by an array
of Government, politica groups, sector entities, the Catholic and other Chrigtian
Churches and different sectors of society in avolunteer effort to address vitd nationa
interests such as the course of the July 2001 Law in the Nationd Congress. The press
reports that today more than ever, various segments of Dominican society need to be
united in their proposals that impact economic affairs. The Government hasand is
inviting various groups to participate in this pact and to contribute to its content in order
to provide a solid basis from which to discuss issues with politica forces, sate authorities
and civil society organizaions.

The Economic Cabinet and members of the country’s main business organization,
the National Council of Private Enterprises (CONEP)’® condtitute amonitoring
commission (Comision de Seguimiento) to guarantee implementation of this Pact’”.
Because of its issuance most recently, December 9, 2002, we were unable to receive
information beyond news articles.

2.4 TRADE UNIONS/WORKERS

" We were given the four rural electrification plans.

7> See Listin Diario. Seccion LaRepublica, p. 14 - Wednesday, December 11, 2002

78 1n Spanish, “Consejo Nacional de la Empresa Privada’.

" Signatories to the pact are Hipolito Mejia, President; Marino Ginebra, President of CONEP in the
representation of sector enterprise; and Monsenior Agripino Nunez Collado in representation of the
Catholic Church.
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During this assessment, the issue of trade unions was not once raised. Historic
accounts of the influence of the unions seem to no longer impact sector operaions to the
extent they had. The fact that unions were not mentioned by any public or private player
is unfortunate but not surprising. The trangtiond issues of reform have been dll
consuming for each inditutiona player to the point that certain fundamentd issues— like
workersin the sector — are overlooked. It will be useful for Government to conduct an
assessment of worker issues.”®

25 GOVERNMENT INSTITUTIONS | MPACTING ELECTRICITY SECTOR"®

Office of the President — Presdentid influence is gpparent at dl levels of sector
operation. Thisis not uncommon during sector trangtion and in time, as indtitutions gain
more experience and the public becomes more aware of the new market organization and
how it operates, this influence should naturally be reduced.

Ministry of Finance — ultimately respongble for dl State budget funds dlocated
to support sector operations as well as socid programs relevant to sector reform.  As the
Chairman of the CNE Council, the Minister presdes over that Council and has sgnificant
input into the policy direction that CNE takes. Since CNE issues the regulations that SIE
must follow, this policy guidance directly influences SIE.

2.6  MINISTRY OF INDUSTRY AND TRADE (M| T)®°

The Minister of Industry and Trade presides over the National Energy
Commission (CNE). For itsfirst three years of operation, the SIE existed under the
MIT8L. At that time, the Ministry had amore dynamic relationship with SIE. Following
the July 2001 Law, the SIE became an independent agency and the MIT role has
lessened. For example, complaints concerning industrial customers were formerly filed
at the MIT and are now filed with SIE. However, the MIT continues a rdationship with
SIE: whenever an investor isinterested in a sector operation, MIT sends relevant
documentetion to SIE for review The MIT aso remains engaged in sector issues viathe
CNE Council as one of the seven ministries represented.

Under the auspices of the MIT, an energy efficiency campaign,®? initialy
targeting residentia users but being extended to industrid and business consumers, is
being launched. This includes collaboration with the Ministry of Education for a school
education program. We are informed that to date, results a the commercid and industrid
level have not yet been apparent. Funding for the program is made possible under the
Hydrocarbon Law, which alows funds received from the taxes of fud oil and gasoline to

8 The World Bank is conducting a social impact assessment; it is unclear whether this will address sector
worker issues.

¥ Time did not permit meetings with Ministry of Labor, Ministry of Natural Resources and Environment;
information received is based on conversations with sector representatives.

80y Spanish, “ Secretaria de Industriay Comercio (SIC)”

81The MIT was formerly responsible for developing and implementing electricity sector policy, planning
sector development and preparing and coordinating rules and regulations.

82 « programa de Energiano Convencional” (Program of Non-Conventional Energy).
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be placed in anationd fund that is dedicated to support energy efficiency and renewable
energy programs.

Energy efficiency is an important tool to reduce costs for producers and
consumers, and MIT’ semphasisin thisregard iswdl-placed. At present, thereisat least
$12 million dlocated for MIT efficiency programs, and these programs appear to
emphasize public information, athough certain technical support isaso provided. In
contrag, it may be useful in the short term to shift some of these funds to poorer
communities for ensure affordable and reliable dectricity and to assure that necessary
improvements are timely funded. In light of limited funding available at this time the
allocation of these funds between these two objectives should be reviewed so asto

improve the coordination of such funds. . Another suggestion would be to solicit donor

funding for the work of the Ministry and to shift available State funds for more direct
technical support to the sector.

27  SoclAL CABINET®?

The Program for the Reduction of Blackoutsisfunded by the “Socid Cabinet”. In
theory, the program and its manager are based here. But, in practice dl operations are
conducted out of the CNE offices and the PRA director reports to the CNE Council, the
Executive Director of CNE aswell asto the Socid Cabinet. At least in the short to mid
term, it may be useful to have PRA report to only one entity. We bdlieve that the Socid
Cabinet may have an increasing role as sector reform continues. In specific, oversight and
monitoring of ectricity access and affordability for the poor, business and job issues
related to sector reform and as promoter of anew socia compact among sector players
that assures consumer participation.

2.8  DOMINICAN CORPORATION OF STATE ELECTRIC COMPANIES(CDEEE)

It isimportant to review the role of CDEEE as both a market player and
Government indtitution as it continues to play arolein regulation of the market — this
dud roleisaconflict of interest and needs to stop. CDEEE istaking on an increasing
implementation role in the execution of transmission and market didtribution. CDEEE
does provide gtrategic planning leadership for the sector athough CNE appearsto be
gradudly taking over this effort.

Reorganization of CDEEE continues to be underway. Asis usudly the case with
date company transformations, it is difficult to release duties and powers, especidly
gnce it remains as the centra technical and financial base for sector operation. For
example,

Much of the sector information that ordinarily would be kept a aminisiry levd, is
housed at CDEEE. In time, thisinformation may become afunction of CNE;
dready, FONPER has begun to establish its information stronghold on sector
materids. It isimportant that an inditutional base where sector history can be

83 | Spanish, “Cabinete Social”.
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maintained be established and, other than for confidentia documents, be
accessible to market players.

Formerly, CDE could not be foreclosed: under the July 2001 Law, if CDEEE
becomes bankrupt, the State must provide a sovereign pledge. CDE has dways
been open to labor suits; CDEEE isaswell.

CDEEE 4ill hasinfluence and “right of first refusd” advantage and/or “first

move’ aitributed to insder knowledge. Mogt glaring of thisisits recent role in the
renegotiation of PPAs. CDE lawyers and technical staff, now part of CDEEE
legal and technical gtaff, were part of the initid and renegotiating process that
inevitably trandates into access to important market information and opinions
likely reveded during the negotiation process.

In addition, because of its hitoric role in the sector, CDEEE saff and records
reflect important knowledge on water supply, ail pricing, contract negotiations,
that can benefit their position as amarket player. The perception isthat CDEEE
has very strong technica capabilities but lacks the commercia acumen to be
operating as atrue market player. This poses difficulty for competing companies
doing business on commercia basis where they believe CDEEE is able to Sdestep
gandard commercid practices by virtue of its technical breadth and Government
depth. The fact isthat most state companies are initidly placed in afavorable
position as the market trangitions toward increased private investment. The sate
companies have information, contacts, and funding that new market entrants do
not. However, the key for CDEEE s surviva and Government’ s ability to sustain
sector reform will be the trangition of CDEEE from a State company to a private
or para-dad market player.

Differences of opinion exist on sovereignty and privetization of remaining Sete
aspects of the sector. The looming issue hereisthat if at least one presumption of state
control isto
safeguard social
aspects of reform
and to assure that
all sectors of society have accessible electricity, then the Government isfailing.. Thereis
a perception that CDEEE maintains a pecid place in the hierarchy of market players.
Such perception is not without judtification because, among other things, of its
government ownership, its relationship to the Presdentiadl Commission for the
Sudtainahility of Electricity Reform, its Sgnature authority and authority to assgn power
purchase agreements, and its apparent access to non-public market information. Because
of the trangtional moment in which the sector is operating, thisis not an uncommon
scenario for aformer State company. However, this Situation makes it even more
important for Government to publicize and practicaly assure that CDEEE has no specid
privileges or access to information any more than any other market player. The
perception of special privileges should be eliminated. In some countries, a change of
company nameto aless* State sounding” name begins an important process of public

The looming issue here is that if at least one presumption of state control is to
safeguard social aspects of reform and to assure that all sectors of society have

accessible eectricity, then the Government is failing.
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recognition that the company istruly trangtioning. Similarly, more public
announcements about the reduced role of Government and its interactions with CDEEE
may be of use to promote transparent trangtion.

2.9 THE CAPITALIZED COMPANIES

The capitdization contracts with the distribution companies were signed prior to
the existence of aregulatory framework and an independent regulator. According to
some Government officias, the terms of these contracts are vulnerable to criticism.
Othersfed srongly thet the Government plays an “inferior and asymmetric” rolein the
public- private partnership governed by the capitdization contracts. Although dl officids
expressed strong support for the July 2001 Law and the Reglamento, they emphasized
that the presumed second-class status of the Government partner, and the absence of
performance contracts with the strategic partners in the capitaized companies, are mgjor
causes of unsugtainability in the sector. In furtherance of their views, some senior
officdads argued that:

(i) The negotiation process that led to the capitaization contracts failed to provide
adequatdly for rurd eectrification, which affects approximately one-fourth of the
country’ s population (two million people). The high rate of return permitted in
the contracts, 20 percent or greater, or equivaent to payback times of four to five
years, was supposed to cover the cost for the expansion of serviceto rurd
populations. The high rate of return was aso designed to provide an incentive to
overcome alegacy of inadequate investment in digtribution infrastructure—the
so-cdled “trangition cost” of reform. However, neither of these outcomes have
been achieved, in part for reasons outside anybody’ s control such as the 1999
2000 world ail pricerise.

(i) The management fee of “2.75 percent of net sdles’ has not led to a transfer of
technology and technica capability as specified in the management contract.

The role of the Government entity in the capitdized contractsisamgor issue
requiring resolution. However, the capitalization process was designed to create an
asymmetrica relationship where the Government would become a passive or nort
managerid shareholder. The issueisthe nature and extent of the asymmetry. We do not
suggest that this be carried to the point where the Government entity is denied the same
digtribution of profits asthe strategic or private shareholder. At the sametime, it isclear
that the previous Government made numerous concessions that cannot now be attributed
to or now “blamed” on the Strategic partners in the capitalized companies.

The capitalization contracts did not specify rura eectrification as an explicit
obligation of the distributors, nor did the contracts sate that the high rates of return
embedded in the rates were designed to defray the cogts of delivering services to low-
income populations. Whether rurd dectrification condituted an implicit obligetion is
difficult to establish, because the officias we spoke with came in with the new
Adminigretion.
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As for the management contracts and by-laws affecting Edeeste, Edenorte,
Edesur, Itabo and Haina (see Box below), al appear to be standardized and contain the
same provisons. In particular, they specify afee of up to 2.75 percent of net salesin
exchange for technology trandfer and technica assstance. Theterm “net sdes’ is
ambiguous. Thefactor of 2.75 Eercent is presumed to gpply to amounts invoiced, rather
than amounts actudly collected.®*

Table8

Governance of the Capitalized Companies

Current Company By-laws

- A strategic investor cannot purchase more than 50 percent of shares (Art.13, para. 1)
The State holds 49.9 percent of Class A shareswith 0.1 percent held by the
employees, and the distribution companies hold 50 percent of class B shares.
4 out of 5 members of Board of Directors appointed by the strategic investor (Art.33),
with one member appointed by the Government.
Any loans, association contracts, or financial transfers of any kind with affiliated
entities require unanimous approval of Board of Directors (Art. 38)
Each class of shareholders hasright to appoint an auditor (“Comisario de Cuentas”)
to analyze the accounts approved by the Board of Directors (Art.47)
Contracts with “affiliated entities” require unanimous agreement of the Board.

Contractswith “ Affiliated Entities”

At the time the management contracts were executed, Edesur and Edenorte,* signed

another contract to bypass the unanimity requirement for contracts with “ affiliated

entities”, alleging that such contracts were needed to provide technical assistance and
technology transfer. For contract amounts less than US$100K, Board authorization is not
required. For larger amounts, the processis asfollows:

- Union Fenosa must submit at |east 10 days prior to Board meeting, a proposal for
agreement with an affiliate, stating reasons why an affiliate is better than other
vendors, and providing proof that priceis consistent with international market rates.
Any Board members opposing the agreement will have 5 days to opposeit, and will
have to base the opposition on technical reports prepared by qualified professionalsin
the product area proposed. Otherwise, the agreement will be considered as
unanimously approved by the Board.

If there is opposition, there will be an informal meeting prior to the board meeting to
reach aconsensus. Nothing is specified if a consensus cannot be reached.
Presumably, the agreement would not go forward.

84 Thisis certainly how AES computesit for Ede-Este, according to the report prepared by the Comisario
de Cuentasregarding Ede-Este’ s 2001 financial statements. Theword “net” appears to refer simply to net
of any discounts or adjustments on invoices.



If S0, this formula does not provide an incentive to increase collections. We were
informed that a new provision tying the 2.75 percent to amounts collected is scheduled to
take place in 2004, as part of arenegotiation of the management contracts (but not of the
capitalization contracts) which is currently taking place or soon to take place®®. These
negotiations are central to the issue of distribution company performance and legitimacy.
A more detailed performance contract, specifying more clearly the skills to be transferred
by the drategic partner in exchange for the adminidtration fee, would greetly decrease the
current atmaosphere of accusations and confrontation with the Fenosa companies. Some
of theissues that require resolution in the framework of a performance contract include:

Requiring that management decisions be based on prudent business practices and
afiduciary duty to maximize profits for the shareholder, asis standard in any for-
profit corporation.

Eliminating diverson of potentid profits through affiliate or parent transactions
(other than the management fee) that appear as expenses, thereby adlowing al
stockholders to share the profits based on their percentage of ownership.
Improving the quality of service, terminating the load-shedding, and specifying
clear targets for increased collections and reduced losses as part of the technology
transfer process.

Providing an explicit obligation to improve infrastructure and expand service for
low-income and rurd populations under mutualy acceptable financid terms. In
accordance with world-wide practice, Government financia support would be
agreed to beforehand.

Conducting regular, trangparent and independent financid and technicd audits of
the distribution companies.

Indtituting regular consultations with community organizations and consumer
groups to improve customer service and assess client satisfaction.

210 WHOLESALE MARKET: ANALYSISAND CHALLENGES
2.10.1 Incentivesfor Investment in Generation

There has been substantial investment since the enactment of the July 2001 Law.
From 2000 to 2001, for instance, installed generation capacity increased by 367 MW, or
14 percent.8® Recent investment in generation has led to considerable diversification of
fudsin the country’ singtalled generation base. The country was entirely dependent on
water and hydrocarbons prior to the beginning of the reform process. Now additiona
fosdl fudsarein use, namedy cod and (sarting in 2003) naturd gas from the LNG
fadlitiesingaled by AES. In addition, severd parties are a various stages of evaluating
the development of wind turbine, as renewable energies enjoy avariety of incentives®’
Further reduction in the country’ s dependence on hydrocarbons may be limited, however,

8 Curiously, in 2001 Hainaincreased the fee to 2.95 percent of net salesfor a 15-year period. We have no

details about this change.
% 0OcC, 2001: Table 4.
87 For instance, renewable capacity is not included in the restrictions on vertical integration set in the July

2001 Law.



by the exclusion of private ownership from hydrodectric facilities. Private development
of fadilities bdow 1 MW is currently alowed, but according to CDEEE, this exemption
has failed to encourage any projects. Hydroelectric generation could play a more
important role in the country’ s energy matrix (it was only 16 percent of installed capacity
in 2001, and no new facilities are currently being developed). CDEEE estimates that
there could be a potentia of 800 to 900 MW of hydroelectric generation still untapped.
But with very limited resources at present, the public sector is unlikely to develop
additional hydrodectric plants. According to the government, the state hydrodectric
company isinvesting only in the rehabilitation of existing hydro units, which have
experienced sedimentation problems®® Article 131 of the July 2001 Law, on the other
hand, does contemplate the possibility of private sector financing through vehicles other
than equity.® According to CDEEE the company is actively pursLing innovative ways of
tapping private capital for the development of new hydro plants®® But leaving matters to
the initiative of the CDEEE' s current management does not seem sufficient, given the
magnitude and potential impact of hydro in reducing oil dependence and its vast impact
on the financid sugtainability of the sector, as discussed below. The vagueness of the
current legidation, and the failure of the 1-MW exemption, point to the need for stronger
measures. The possbility of passing a concessions law including hydrodectric
concessions could be an important step in overcoming the limitations of the current
Setting.

2.10.2 Spot Market Prices and Degree of Competition

Spot prices for energy are quite high due to the high dependence on imported oil.
In 2001, average monthly margina costs varied from about US$50/MWh &t the lowest
level, to US$90/MWh et the highest. The basis for valuing dectricity from hydroeectric
units with reservairs, for the purposes of establishing the digpatch merit order (and hence
spot market prices), has not yet been established by the CO, as mandated by Art. 259 of
the Reglamento.®* The same article specifies that hydrodlectric facilities are either not
taken into account for the determination of the spot price of energy, or that EGEHID is
free to determine the value of dectricity from itsunits. Neither dternative is desirable:
the first one introduces inefficiency in the market, as the merit order curve will be
distorted; the second one reduces transparency in price formation. However,
hydroelectric capacity istoo smdl (16 percent of installed capacity in 2001) to be ever
margind and hence set the spot price, o the lack of transparency affects mainly the
pricing of ancillary services, which hydro units are especidly capable of supplying. By

8 118 MW were rehabilitated in 2001. Response to the | nter-A merican Development Bank’s Technical
Mission assessment of November 2002.

8 The website of the hydroelectric generation company (EGE Hidroel éctrica,
www.hidroelectrica.gov.do/proyectos.htim) calls for offers from partiesinterested in financing the
company’ s hydroel ectric projects.

0 Generation equipment can be funded through export promotion loans from the manufacturing countries.
Civil works would be built by private contractorsin exchange for a pledge of future revenues by EGEHID.
%1 |t is economically incorrect to price the electricity from hydroelectric units with reservoirs at zero on the
basis that the variable cost of such unitsisnil. Reservoirs confer such facilities the capacity to allocate
their output over time. Since the spot price of electricity varies considerably over time, and the amount of
water in the reservoir islimited, generating electricity at any point in time has an opportunity cost that must
be taken into account for the optimal use of these facilities.
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Resolution No. SIE-19-2001, SIE has capped spot market prices at the variable cost of
the Higuamo generation plant.%? If units with higher variable costs have to be dispatched,
they are paid their variable cogt rather than amarket price gpplicable to al dispatched
units. The price cap was apparently imposed firgt in Resolution No. SIE-09-2001, but no
clear reason is offered for the cap. The only reason that can be inferred isto limit spot
market pricesin the wake of the dimination of government fuel subsdiesto the

generaors that limited maximum spot market prices.

In an eectricity market as smdl asthat of the Dominican Republic, with pesk
demand below 2,000 MW, market power is always a concern. Requiring generators™ to
bid only their variable cogts, subject to the threat of audits, makes price manipulation
harder, asit impedes opportunistic bids when pesk demand comes closeto installed
cgpacity. Thisis common across most Latin American wholesale markets, following the
origina model from Chile. Variable costs can be easily audited because the fuels used by
generators in the Dominican Republic—cod and hydrocarbons—have liquid
international markets against which prices can be checked,** and heating rates can aso be
eadly checked againgt manufacturer specifications and extensive worldwide data. We
understand that the CO has hired an Itdian firm to conduct an audit of variable cost data,
which should provide assurances that ranking and dispatch are based on economics and
not on market power.>®

With variable cost bids in place, the only other way prices can be manipulated is
by withdrawing generation from the market. The typical way of doing this, as observed
in the England and Waes Pool and in Cdifornia, is by declaring a unit unavallable, so
that the margind generator becomes a higher-cost one and the spot market price
increases. In the Dominican Republic, generators have shut units down ddliberately.
Their explanation, however, isthat CDE wasn't paying them for the power, not that they
were trying to manipulate market prices. We bdieve their explanation for the following
reason: for capacity withdrawals to make sense for an individual generator, it must own
severd units, idedly with different variable cogts. Then, when both are being dispatched,
the more expendive unit can be declared unavailable (e.g, by daming it tripped off the
system). If the merit order curve is sufficiently steep, the spot price increases so much
that the generator can make greater profits with only the low-cogt unit running then if
both unitswere up. Even if this were true for some generatorsin the Dominican
market—and we have neither performed nor come across analyses of this kind—a further
disncentive isthe fact that, as mentioned below, about 80 percent of eectrical energy is
traded through contracts. Contracts eliminate incentives to manipulate prices, because

92 According to the merit order for the week of November 30 to December 6, 2002, Higuamo had avariable
cost of about US$94/MWh. Only three generation units had a higher variable cost.
93 By “generator” we mean, in this paragraph, not only Haina, Itabo, and EGEHID, but also the | PPs.
9 Even LNG has become increasingly commoditized as new suppliers such as Trinidad have begun
competing with Algeria; also, since LNG hasto compete against natural gasin the U.S.,, the price of natural
gas there can also be used as areference point.

® To be effective, the threat of audits must be credible. In the Colombian wholesale market, market power
problems have been exacerbated by the lack of efforts by the regulator to enforce audit rights.
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the seller does not benefit from higher prices®® and because at least in the Haina, Itabo,
and CDE contracts there are steep pendlties for failure to deliver.®” For these various
reasons, the price cap imposed by the regulator would gppear to be unnecessary at this
point from a market power perspective, dthough not necessarily as ameansto dampen
the impact of oil price increases.

2.10.3 Ancillary Services

Charging appropriate prices for ancillary servicesisimportant in awholesale
market. Although thereis some controversy asto how many types of ancillary services
products should be defined and charged for, a least aminima system should be in place.
The reasons are that ancillary services can represent a significant cost of running an
interconnected dectricity network, and generation technologies vary in terms of their
suitability for providing different types of ancillary services. Charging and crediting
properly for the use or supply of ancillary services can provide adequate incentives for
the development of plants that can supply the services, and a disincentive for activities
that produce reactive power, such as certain types of load. The Reglamento (Title IX,
Section VII1.1) specifies pricing rules for reactive energy, voltage regulation, frequency
regulation, and spinning reserve. At present, generators are being charged, according to
Haina, but there is apparently no trangparency asto how the charges are calculated. We
are unsure about the reasons for the lack of trangparency of application of the pricing
rules specified in the Reglamento.®® It is clear, however, that according to the
Reglamento, the CO is responsible for the computation of correct charges for ancillary
services and for including these charges in the monthly settlement and collection
process.”® The CO should thus address any current shortcomings regarding charges for
ancillary services.

2.10.4 Unregulated User Participation

At present, few unregulated users are buying energy or capacity in the wholesale market:
in August 2002, for instance, purchases by the unregulated users (QUITPE, Carrefour,
and PIISA) represented 6.7 GWh out of atota load for the month of 841.6 GWh, less
than 1 percent of the total. The reason for this Stuation is most probably SIE Resolution
No. 15, which is discussed below.

% The benefit would only comein the longer term, as sustained high spot market prices would be reflected
in higher contract prices when the time came to renew the original agreement. But at present, thiswould be
apurely speculative manipulation of market prices, involving significant opportunity costs.

97 These contracts refer the penalties to the applicable law, which at present sets a penalty of 300 percent of
the cost of the energy bought by the user to replace the energy not served by the seller. In addition,
unavailability istypically penalized in PPAs by making capacity payments contingent on availability, but
we have not been able to confirm for the PPAsin the country as we have seen very few of them.

%8 For instance, on December 18, 2002, the SIE issued an order setting the compensation for frequency
regulation at RD$131/MWh, but the basis for the computation of thisfigureisnot provided in the order.

9 Recall that, according to the CO itself, it has not yet installed the commercial information system

required by the law.
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2.10.5 Supply Redrictions

The CO edtimates the amount of eectricity demand that cannot be fulfilled at any point in
time due to supply redtrictions of various kinds (known as “un-served energy”). The
edimated levels of un-served energy are quite Sgnificant. During the pesk day in 2001,
for instance, out of atotal generation of closeto 1,500 MW near the peak hour, an
estimated maximum of 240 MW (almost 15 percent) were not served. The magnitude of
the problem becomes gpparent in the graph below:

In energy volume terms, the deficit reached an annua maximum in November
2001, with more than 23 percent of estimated energy demand being unmet.2®° Evenwith
asubstantial excess of available capacity over that needed to satisfy pesk demand,*?
electricd energy generated in the last two years could not meet the demand. 1n 2001,
9742 GWh of eectrical energy was generated, with atotal demand of 11,734 GWhand a
deficit of 1992 GWh. This meansthat about 17 percent of demand was not served
despite the available generation capacity to meet the demand. In August 2002, hourly un-
served demand reached 550 MW (for a dightly lower peak demand level), or 15 percent
in volume terms 192

100 5, 2001: Table 2 and Chart 8.

101 According to CNE figures (presentation by George Reinoso, CNE Director, Miami, September 2002), in
2001 actual peak demand was 1,798 MW, whereas installed capacity was 3,156 MW and available
capacity, 2,613 MW.

102 OC, Informe de Operacion Real, Agosto 2002, Charts 2 and 8.
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The problem of un-served energy is caused by problems with the quality of
service and collections experienced by the sector as awhole, as can be seeninthe CO’'s
partid estimates of the causes of un-served energy. During the pesk day of August 2002,
the CO estimated™®® that, as a percentage of the total un-served energy during a 24-hour
period, the most important reason by far was insufficient generation capacity with 54
percent, followed by distribution overloads and circuit protection (16 percent), load
shedding (9 percent), unscheduled maintenance™®* (8 percent), scheduled maintenance (6
percent), low voltage (5 percent), and transmission faults (2 percent). In some cases, un-
served energy is caused by a collapse of the entire interconnected system. In the year
2001, for instance, there were seven such system-wide blackouts.**® On an annud basis,
adthough we only have information from Edenorte and Edesur,'%° the results seem quite
different regarding the causes dthough not the extert of the blackouts. For 2001,

Edesur’ s sarvice interruptions left, on average, al customers without eectricity for 13
percent of the hours in the year, or more than thee hours aday.*®” Edesur estimates that
63 percent of the time, the causes were interndl, and the rest were attributable to
generaion and transmission causes (mainly unavailability of the Smith- Enron plant).
Edenorte’ s customers were without service for an average of 18 percent of al hours, or
more than four hours aday. Interna causes accounted for 55 percent of the hours.%®

Looking & the limited information we have on the causes of un-served energy, it
isclear that financia problems play amgor rolein the sector. Lack of availability of
generation capacity is caused by generators shutting down for lack of payment, not for
lack of installed capacity.1%® Some distribution companies have aleged that generation
companies are “gaming” the spot market by removing units from the dispatch ranking
system to force the use of higher-priced units. Although we have no evidence thet thisis
the case, occasionally, the generation shutdowns do seem to flare up in open conflict.
SIE Resolution No. 32- 2001 threatened pendlties for the generators that were apparently
not heeding the ingtructions of the CO and the dispatch center.

193 |pid. Table 2.

104 The report does not explain whether maintenance refers to generation, transmission, or distribution.

105 0C, 2001, p.31. These collapses have been caused, in general, by faults that overwhelm systemwide
adjustment capacity, i.e., the ability to make up for the sudden loss of a generation facility by use of
spinning reserve and capacitor banks. Some of these faults were generation facilities tripping off (3 cases),
transmission line failures (2 cases), substation failures (1 case) and systemwide frequency and voltage falls
due to insufficient generation capacity (1 case). With the exception of the last case, the other faults would
in principle point to the need for reliability-related investment in the transmission system. This point is
retaken below in the discussion of the transmission system.

108 1n 2001, Edenorte and Edesur installed a comprehensive energy control system, which measures energy
flowsat all points of interconnection with rest of the country’ sinterconnected grid, and at intermediate
points (into and out of substations and distribution circuits), allowing the analysis of 1osses by voltage level
and geographic area. Edesur and Edenorte, Informe de Gestidn, Afio 2001.

107 Edesur and Edenorte measure interruptions by adding the total amount of un-served energy (in MWh)
and dividing it by the total capacity of the distribution system, i.e. how much energy can the distribution
system as awhole deliver in one hour (in MW). Aswith all averages, this probably masks wide variation.
Poor neighborhoods probably experienced many more hours without service than other areas.

198 Edenorte and Edesur, Informe de Gestion, Afio 2001.

109 | nstalled capacity, as discussed elsewhereiin this report, amply exceeds peak demand.



Load shedding by the distributorsis aso caused by financid reasons—theft of
eectricity and nonpayment at the didtribution leve. We were told that distributors are
resorting to load shedding to avoid uncollectible accounts receivable from delinquent
end-users. Didributors are attempting to reduce their financia losses through load
shedding—yperhaps an acceptable practice from a short-term business perspective, but not
consgtent with the obligation to provide reliable power to customers.

Findly, digribution circuit overloads and maintenance needs point to the
consequences of insufficient investment to upgrade capecity.

Altogether, then, the high levd of un-served energy points to the urgent need to
ensure the financid sustainability of the sector. The reasons for the financid problems
affecting the sector and the current measures being pursued to tackle these problems are
discussed below.

High system losses make the problem of lack of availability of generation
capacity worse. Here, the reform process gppears to be having a positiveimpact. The
tota levd of lossesin the system, fdll from 43.6 percent of energy generated from
January to September 2000, to 30.5 percent for the January- September period in 2002.
For Edenorte, energy |osses (as a percentage of energy entering the company’ s facilities)
fell from 42 percent in January 2001 to 32 percent in December of the same year; for
Edesur, the fall was from 37 percent to 22 percent.!*® CDEEE estimates that transmission
losses have fdlen from 7 percent to 3 percent over the last two years. Nevertheless,
losses of 30 percent create an enormous financiad deadweight on the sector and the
pressure to reduce them must be maintained. The measures taken at present to reduce
technica and non-technica losses are further discussed below.

2.10.6 Fue Diverdfication and Energy Security

The Government of the Dominican Republic understands the need for the
eectricity sector to free itsdf from the damaging effects of oil price volatility and steep
price increases.  We strongly support the efforts of the Dominican Republic to diversfy
the fuel mix for power generation over the near-term future. Such effortsinclude:

A new AES LNG gorage facility to be avalable in early 2003, with a capacity to
eventudly serve 900MW of generation capacity. Thefacility will initidly serve
500MW of capecity.

Feaghility studies and fiscdl incentives to promote the use of wind-generated
eectricity provided by companies from Norway, Canada, Spain and the United
States.

Possble expansion of hydro capacity, even though financid condraints on sate
budgets would limit public development of the gpproximately 600-900MW of
undeveloped potentia.

The projected evolution of the fud supply mix is shown below:

110 Edenorte and Edesur, Informe de Gestion, Afio 2001.



Generation Fuel Mix, Dominican Republic, 2001 actual and 2003 expected
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coal hydro
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source: CNE

Although the issue of fuel price volatility primarily affects generation, lowered
fuel prices and decreased volatility aso serve the interests of distributors and consumers.
Therefore, another possible measure to reduce dependence on imported oil would be an
energy efficiency program for dectricity usein dl sectors and promoting codt-effective
renewable systems.

2.10.7 Challenges Ahead

Looking ahead, however, there are anumber of challengesthat SIE asthe
regulator and the CNE as policymaker, must address to maintain competition in the
wholesde market & a high leve.

Fir<t, the recent PPA renegotiations have extended the term of the PPAs by 15
yearsin exchange for anumber of concessions (see below) related to the financia
sudtainability of the sector. This meansthat a significant portion of demand will remain




closed to competition for the foreseeable future,*'* as the earlier termination of the PPAs
would have created competition for new contracts with distributors*? On the other
hand, the effect of the contract extensons on competition may not be severe for severa
reasons. The renegotiated PPAs alow reductions in contract capacity (and associated
energy) levels aslarge users migrate to the wholesde market, so the PPAs will not
impede this type of competitive force™® In addition, in an environment where demand
has grown by more than 8 percent per annum on average over the last decade, demand
growth will provide abundant opportunities for competition. Findly, some of the PPAs
managed by CDEEE are being bought out and the generation units turned into merchant
plants (thisis further discussed below).

Second, the July 2001 Law’s ambiguity with regard to verticd integration can
restrict competition in different ways. According to most parties with whom we
discussed the issue, and according to past SIE opinions™#, the July 2001 Law’ s exception
for verticd integration by distribution companies (Art.11, para. 1) is gpplicable on alegd
entity bas's, which means that the two Unidn Fenosa distribution companies (Edenorte
and Edesur) could together own up to 30 percent of ingtaled generation capacity. Inturn,
thiswould cause a congderable leved of verticd integration and significant horizonta
concentration in the wholesdle market. With verticd integration and horizontd
concentration, Union Fenosa' s distributors could contract their electricity purchases
under conditions of less than perfect competition that might favor the company’s own
generation assets.**® In thisregard, it is worrisome to note that in Resolution SIE-13-
2001, the SIE declared itself not competent to judge on such matters and referred the
matter to the Government. On the positive Side, Art.113 of the July 2001 Law excludes
contracts between digtributors and their generation affiliates from the determination of
the energy and capacity prices passed through to the distributors' regulated customers.
More generdly, Art.110 of the July 2001 Law requires that contracts for the supply to
distributors be subject to open auctions under terms set by the SIE, and grants the SIE the
power to examine the contracts. The recent modifications of the Reglamento require the
generaion affiliates of distributorsto sell at least 40 percent of their output in the spot
market (Modifications to Reglamento, Art.10 modifying Art.44 of the origind). Ladtly,
thereislittle indication that Unién Fenosaiis planning to push up its generation to the 30
percent maximum for the time being. We conclude that there is no apparent threet at
present, and the July 2001 Law provides SIE with the tools to address any adverse effects

11 At present, according to the Government, PPAs add up to 1,300 MW, or 73 percent of peak demand.
112 Recall that distributors must meet at most 80 percent of their needs for capacity and energy through
contracts. By the end of 2001, the distributors slightly exceeded this maximum (OC, 2001: Chart 15).

113 Again, the IPPs are being compensated for potential reductionsin capacity payments through a much
longer term for the contracts during which captive customers of the distributors (residential and small
commercial) will continue to make capacity payments. Note that any take-or-pay provisionsin PPAS
appear to have been superseded by the Reglamento, asit requires plant dispatch on the basis of auditable
variable costs alone (Title VIII, Chapters1il and 1V). All currently applicable PPAswe have been ableto
review contain capacity payment provisions rather than take-or-pay obligations.

114 Order SIE-13-2001.

15 \We note that Edenorte recently signed a PPA with Unidn Fenosa's LaVega plant, and Edesur with
Palamara, also owned by Unidn Fenosa. Although the contracts were apparently not competitively
procured, the terms of the La V ega contract are identical with those of the renegotiated PPAs. We have not
reviewed the Palamara contract.



of verticd integration on competition and captive consumers. It isthe SIE’ s respongbility
to ensure that the provisons of the law are enforced, and SIE must not Side step this
respongbility in the future. This should be an essentid dement of the SE sinditutiona
objectives and respongbilities, possibly through the expansion of the SIE’ s enforcement
unit.

Third, the proposed Haina- Itabo merger is cause for further concern about
horizonta concentration, because the resulting merger would creete an entity controlling
approximately 42 percent of current installed capacity.*'® Although this merger is subject
to regulatory approva by SIE, we weretold (not by SIE) that SIE will most likely
gpprove the merger because, among other reasons, there is hedthy competition in the
generation sector. We aso note that the Government will accrue sgnificant financid
benefits from the merger because of its 50 percent ownership of Itabo, which obvioudy
provides a motivating force for the Government to advance the merger regardless of the
market consequences. The merger of Haina and Itabo will result in acompany that will
have an even greater divergty of plants than either company separately, thereby
increasing the incentives of the merged company to attempt to manipulate prices via
avallability redeclarations, as explained above. For ingance, in the merit order for
November 30 to December 6, 2002. the combined entity would have 260 MW of chesper
supply (the Itabo 1 and Sultanadel Este plants), and dso 170 MW of some of the most
expengve units (the three Itabo turbines and the two Higuamo units). During pesk times,
Haina- Itabo could diminish the availability of its peaking units so that the spot market
priceis pushed upwards and Haina-1tabo’ s basel oad units can regp additiona margin.
Another possibility is that, when contracts with distributors or large users are up for
renegotiation, Haina-Itabo could impose higher prices. Clearly, the Haina-1tabo merger
will require SIE to monitor more closely the potential abuse of market power. Ina
Stuation of relative indtitutiona weskness and till nascent capatilities on the part of the
SIE, it might not be advisable to add such an additiond burden onthe SIE. The
implications of the Haina-1tabo merger need to be carefully assessed before afina
determination is made.

Fourth, Order SIE-15-2001 constitutes a serious obstacle to competition and
participation in the wholesale market. The order requires end users who select power
from a source other than their digtribution company to pay a sgnificant charge for access
to the wholesde market. The charge equas 85 percent of the distributor’ s margin for
sdes of dectrical energy between cost of purchase and sales price. Such ahigh charge
can severdy limit the ability of merchant generators to offer attractive contracts to
unregulated users. If maintained, it will dso negate the pro-competitive effects of
planned reductions in the threshold of access to the wholesale market that are specified in
Art. 2 of the July 2001 Law.™*" In our interviews, it did not become apparent that the
order would be rescinded any time soon; in fact, some individua's expressed concern
about the July 2001 Law’ s provisions about the access thresholds (see footnote 117), on

116 5C 2001, Table 4.

17 Under the definition of “public service user or customer” (“usuario o cliente de servicio ptblico”). The
schedule in the July 2001 Law is as follows: customers with 2.0 MW or more of contracted demand at the
time of approval of the July 2001 Law (2001); 1.4 MW in 2002; 0.8 MW in 2003; 0.2 MW in 2004.



the basis that these provisions violate the terms under which the digtribution companies
were capitaized.

Given other changes taking place in the distributors commercid environment, it
isdifficult to understand their resistance to dlowing such migration to occur, i.e., their
fear of “cream skimming.” Firg, the renegotiated PPAs alow the distributors to lower
their capacity purchases as large users migrate to the wholesde market. The digtributors
are not stuck with capacity they no longer need as the migration occurs. Second, with the
implementation of the technicd tariff, cross-subsdiesin the rates will be entirely
eliminated, together with any margins from the sale of energy and capacity to users, as
energy and capacity costs will smply be passed through to the end users™8. Distributor
profitswill be obtained exclusvely through the supply of didribution services. The only
reason why distributors might oppose large user migration is the fact that large (non-
Governmentd) users pay their bills more promptly than any other users, but this anomaly
should be corrected over time with the programs implemented by the Government, which
are discussed below.

Fifth, competition may be hampered by transmission bottlenecks, which would
split the market into smaller regions and thus create inefficiency, leading to higher oot
prices. Since thisissue sems from financid considerations concerning ETED, it is
addressed in the section on financid sustainability.

Finally, we note the chalenge of ensuring that distributors abide by the lega
requirements that they purchase at least 20 percent of their needs on the spot market, and
that any new contracts should be competitively procured.

To summarize, we are concerned that lack of vigilance by SIE--whether due to
complacency, outright negligence, lack of adequate staff or other reasons--may be
decreasing competition in awholesale market whose sizeis aready smdll by internationa
gandards. Although the renegotiation of the PPAs may not pose adirect threet to
competition in the spot and contract markets, the possibility of verticd integration by

Union Fenosa, the proposed Haina-1tabo merger, the permanence of Order SIE-15-2001,

the possibility of transmission bottlenecks, and over-contracting by digtributors
conditute, as awhole, a sgnificant chalenge which SIE must be prepared to address.

2.11 TRANSMISSION SERVICE

In the course of conducting our interviews, we heard conflicting views whether
the transmission grid was cgpable of handling afull dispatch of existing generetion.
Generdly, the Government entities such as CDEEE stated that the transmisson grid was
fully cgpable of handling full dispatch, while the sector players such as the distribution
companies and generation companies complained that a system needed mgjor upgradesin
capacity. One company told us that amagjor problem exists not only getting the power to
the city gate, but also getting the power past the city gate into the city; thisissue was their
top priority.

118 3uly 2001 Law, Arts. 110-119.
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It is perplexing to us that so many qudified individuas could have such differing
opinions about such a critica issue. It is not within the scope of this report to conduct the
technical study necessary to make a definite finding on thisissue, but we agreethat itisa
criticd issue. The fact that there is such awide diversaty of opinions on this issue means
that it needs to be studied and resolved as soon as possble. Thisisespecidly critica in
view of the efforts to correct collection and qudity of service issues a the distribution
level, meaning that once these issues are corrected, any problems in the transmission grid
will become acutely apparent.

However, based on a report conducted in 1999 by Mr. Germéan Guerrero, a
Chilean consultant, the expangon needs are:

some sysem reinforcements and looping to increese rdidbility (for ingtance,
additional capacitors may be needed to maintain stable voltage levels a al times);

the expanson of regiond networks manly to dlow greater dectrification and
improvementsin digtribution service qudity;

the construction of severd subgtations to solve distribution problems caused by

the exiging high-voltage feeders being too overextended for adequate voltage
regulation (this appears to be consstent with AES' assessment about the key
problemsin the transmission grid); and

for the longer term, the development of a 345 kV North South trunk line.

Thereis aso much scope for reducing technica losses, which account for 15
percent of the power flowing into the distribution network. In our view, adoption of
internationd “best practices’ could reduce this figure to five percent or lower through
modest investments in reducing resistive and reactive losses, improving the power factor,
and replacing inefficient digtribution transformers. Standards for maximum frequency
and voltage deviations are provided in the Reglamento. S E’s enforcement of these
standards should improve the quality of generation and transmission service, and lead to
a reduction in technical losses.

Closdly related to the need for loss reduction, which may require investment in
capacitor banks and other equipment, the most serious concern about the transmission
system is the adequacy of current and expected toll revenuesto alow adequate
expanson. Thisis covered in the section on financid sugtainability.

2.12  FINANCIAL SUSTAINABILITY

Financid sugtainahility, in the sense of ensuring a sufficient flow of financid
resources over time to meet the operating and investment needs of the sector, is key to the
overdl sugtainability of the reform. The foundations of the reform lie in the trangfer of
investment decisions in generation and digtribution from the public sector (the former
CDE) to the private sector. On the generation Side, this transfer is achieved through the
cregtion of a competitive wholesale market, where private generation businesses compete
to sdl multi-year contracts to distributors and large consumers of eectricity, and to s



capacity and energy in the spot market.*'° On the distribution side, investment is
undertaken by the digtribution companiesin response to financia incentives provided by
the regulatory framework. Unlike the public sector, privatdly-owned companies lack the
ability to rely on tax revenues to cover any shortfals between revenues and costs,
induding investment-related needs;*?° given that the July 2001 Law makes cross-
subsdiesinfeasible, socia objectives can only be met through explicit subsidy programs
such asthe PRA or the PNER Operating and capital costs can only be funded from
commercid revenues. Therefore, if the flow of revenuesin the sector isinsufficient to
cover operating and capital costsin any of the segments of the sector’s value chain,
private-sector companies will not be able to make sufficient investments or may even be
unable to continue operating. Sudainability is guaranteed only if the public receives
reliable, affordable eectricity services for which it pays, and the industry recelves
adequate financid incentives for efficient operation and expansion. The sustainability of
reform will hinge on the effective baancing of these interests, which has proved to be
highly problemétic so far. Itisclear to usthat ensuring the sustaingbility of reform
requires that innovative solutions be implemented on dl fronts: policy and inditutiond,
financid and technicdl.

To better understand the foundations for the financid sustainability, it is ussful to
use avaue chain diagram for the sector asawhole. The sector’ s revenue stream
originates at the downstream end of the sector, through regulated and unregulated salesto
end users of eectricity; some of these revenues then flow to the upsiream segments
through payments for transmisson and generation. The vadue chain illugrates the
dependence of the entire sector on downstream sales. The vaue chain dso shows that the
amount of money that flows upstream depends on the prices a which transactions
between downstream (distribution) and upstream (generation and transmission)
companies take place. Thisisan important issue in the Dominican case, asin most other
markets that have gone through severd iterations of reform.*?

119 Before reform, the market did not exist, so private investment could only be attracted to generation
through long-term PPAs. Competition was restricted to bidding for PPAs requested by the CDE.

120 \\e assume that political and financial considerations bar any further investment by the public sector, as
shareholder, in the capitalized companies. Not only are public finances under severe pressure from many
fronts (foreign debt service, social needs, transport infrastructure, water and sanitation), but it would be
politically unacceptable to invest public funds after athe controversial capitalization process, which was
supposed to end the public sector’ sinvestor role in the electricity sector. .

121 Thefirst cycle of private sector involvement in the electric power industry around the world consisted in
the development of power plants through long-term PPASs; this gave way during the 1990s to a second
generation of reformsinvolving the vertical unbundling of the sector and the creation of wholesale
electricity markets where private investment in generation would be market-driven.
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With this diagram in place, we can then proceed to examine the financia
chalenges faced by the Dominican eectricity sector in the aftermath of the reform.

2.12.1 Retail Revenues

The performance of distribution companiesis fundamenta to the success of
power sector reform. The ddivery of rdliable services to end-users and the collection of
revenues conditute the financia anchor for the dectricity vaue chain. From an industry
and investor perspective, the value chain will be broken unless revenues from consumers
cover the costs of expansion, new investment, operation and maintenance. Poor
distribution performance places the financid viability of the entire sector in jeopardy.

The first weak point in the system concerns both the level of regulated rates and
the collection of revenues from regulated consumers. Without question, ability and
willingness to pay for dectricity congtitute the greatest challenges faced by the reform
from afinancid perspective. Ability to pay is problematic in a country at the per capita
income levd of the Dominican Republic, where the UN estimated that in 1987-97, 21
percent of the population lived on less than US$1/day,*?? and thus much of the population
may not be able to afford basic eectricity consumption needs in the absence of
subsidies’?® Willingness to pay is aso akey challenge because, asin many other
countries, prior state ownership has left mgor negative legacies with regard to both the
level of rates and revenue collection: (i) Sgnificantly subsidized rates, which makes
consumers reluctant to pay the full cost of dectricity supply*2?; (ii) the perception of
eectricity supply as an entitlement, and thus low historical collection rates; and (iii) asa

122 Economist Intelligence Unit, Country Profile 2002: Dominican Republic, Haiti, p.18,

123 Thisissueis also addressed in the social impact section of thisreport. We are unaware of the existence
of a systematic assessment of household income and expenditure patterns in the country, and time and
scope limitations have prevented us from seeking such asurvey if it exists. Our own informal enquiries
around the country indicate that at current rate levels (after the removal of oil subsidies), alow-income
household with minimal lighting and refrigeration load may be spending up to one-third of its disposable
income on electricity. Thisis certainly unaffordable, when housing, education, transport, food, clothing,
and health care considerations are taken into consideration. NRECA estimates that on average, poor people
pay about 10 percent of their income for electricity.

124 « Rate shock” is an especially acute problem in a context where a controversial reform was sold
politically through the claim that it would lower rates.



result of (i) and (i), lack of financia resources for state-owned Utilities, leading to
underinvestment in distribution networks and to high levels of technica losses and poor

quality of service. Theselegacies explain many of the revenue problems faced by
digtributors in the Dominican Republic:

High leves of technicd losses
High levels of theft, fraud, and nonpayment
Highinitid levels of unfunded subsdies (until September 2002).

Collection data from various classes of consumers provided by Ede-Este for the
first eight months of 2002 show excdllent collections from the industrial sector (102
percent) but lower collection rates for resdentia (73 percent) and commercia customers
(81 percent). Theworst payer is the Government, with a collection rate of only 5 percent
before the payment of subsidies (fuel subsidies, which were paid until the Presdentid
messures of September 2002, were alocated to all customer classes and are not
equivaent to payments for ectricity consumed by Government entities). These dataare
presented in Table 8 below for the year 2002. Unfortunatdly, no data showing collection
percentages by income group was available to the team.

For the Unidn Fenosa companies, Ede-Norte and Ede-Sur, the data we have for
the first ten months of 2002 shows asmilar pattern for industriad and commercid
collections: 96 percent from industrid customers, 82 percent for commercial.

Residentia collections were comparable to Ede-Este at 62 percent, but Government

collections were substantialy higher a 83 percent (due to nearly 100 percent for the
central Government and 35 percent for municipdities)!?®

Table9

Ede-Este Collections Data, January-August 2002

Industrial Government Residential Commercial
Billed RD$ '000 953,274 344,287 966,293 347,363
MWh 474,461 163,761 607,002 164,822
Average Tariff RD$/MWh 2.01 2.10 1.59 211
Participation 37% 13% 37% 13%
# of Clients 3,280 2,046 333,737 38,634
Collected in RD$'000 976,613 18,250 709,167 281,216
Collections % 102% 5% 73% 81%

source: AES Corporation

125 The collection ratio for the Unién Fenosa distributors rose from 73 percent in 2000 to 89 percent in
2001. Of course, this only concernsmetered sales; technical and non-technical losses represent afurther
contribution to the financial drain on the distributors.
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Table 10
Edenorte-Edesur Collections Data, January-October 2002
source: Edenorte and Edesur

| Industrial “ Government | Residential | Commercial
Billed RD$000 2,550,229 1,058,049 3,349,358 888,686
Collected in RD$000 2,438,122 878,480 2,071,000 728475
Collections % 96% 83% 62% 82%

We note that the digtributors have developed awide network of points of payment
for eectricity bills as an effort to improve collections. In the case of Edenorte and
Edesur, for instance, payment points in 2001 included banking and retail establishments
(64 for Edesur and 74 for Edenorte), plus 131 bank branches in Edesur’ sterritory and 143
in Edenorte' s, among them those of the country’s mgor banks such as Banco Popular and
Banco Agricola (Edenorte and Edesur, Informe de Gestion, Afio 2001). Ede-Este has
ingtituted smilar payment options. However, during a spot check at an Ede-ESte/AES
payment center on a Friday afternoon, we noted long lines consisting of over an hour
wait. For whatever reasons, customers chose not to use dternate payment locations even
through they were readily available and in close proximity to the AES payment center.
This may illustrate the need for the distribution companies to educate the public about
dternate locations through public information and promotiona campaigns, eg., offering
small discounts for using dternate locations and educating customers that payments at the
dternate locations have the same effect as payment at company payment centers.

Asaresult of measures taken to reduce illegd connections, improve hilling and
collections, and upgrade the digtribution network, technical and non-technica losses
decreased 13.1 percent over the period from January- September 2000 to January —
September 2002. The losses therefore declined from atota of 43.6 percent to 30.5
percent over this period. However, despite the improvement, the sector cannot attain
financid viability at thisleve of theft and technica losses.

Poor qudity of service, manifested mainly in the form of blackouts or “un-served
energy,” has compounded the problem. Blackouts make consumers more reluctant to pay
their bills, asthey perceive an imbaance between price and qudity of service. For
instance, digtributors currently buy power from the transmission company a about 8
cents a kilowatt-hour, and sdll it to resdential consumers at 13.8 cents a kilowett- hour.
Informd interviews conducted by the team indicated that many middle and upper income
consumers would be willing to pay the comparatively high price of 14 cents a kilowatt-
hour if they were assured of high-qudlity, reliable service 24 hoursaday and 7 days a
week. Blackouts thus create a vicious cycle where they lead to greater theft and fraud,
which in turn weakens the utility financially and technically. Asdiscussed earlier, the un-
served energy problem appears to be caused by financid problems. generator shutdowns
due to nonpayment by their customers (mainly CDEEE and the digtributors), load
shedding by digtributors of digtricts with low collection rates, and alegacy of
underinvestment in “wires’ which hasleft behind shaky distribution and, possibly,
transmisson systems.
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One way of ending the vicious cycle is by cregting a better relationship between
the distributors and consumers.  Judging from media reports and our informa
conversations with avariety of consumers and officids, thereis widespread
dissatisfaction and distrust with distribution companies*?® pointing to a serious issue that
requires timely and remedid action. This highlights the need for improved customer
relations (media campaigns, dialogue, prompt resolution of complaints, etc.) between the
distribution companies and their customers.*?’ Customers need to adopt a culture of
prompt payment to ensure the financia viability of the distribution companies.

Public policy can dso help break the current deadlock. We believe that the
stuation cdlsfor Presdentid leadership to address the rift between distribution
companies and thelr customers, possibly through devising anew “socid compact” among
the digtributors, the Government and the communities. Media reports and our interviews
with senior Government officids have made it clear that President of the Republic is
gaunchly againgt renationalization. Y et the President needs to sirike a bal ance between
assuaging public anger and preserving an atractive investment climate for internationd
investors. The fundamenta clash between the President and the Senate illustrates the
importance of implementing solutions that are broadly acceptable to the public, the power
sector, and the domestic and internationd investment community. In seeking to achieve
such abadance, there is compelling evidence from the experiences of other countries that
institutional reforms are broadly accepted if there are mechanisms for the public to
participate in the design and implementation of new reforms and institutions. In
particular, public information campaigns, led by the Office of the President, could play a
mgor role in spelling out the benefits of reform for dl segments of the society.

Reformers need to explain the relationship of eectric power sector reform to other urgent
nationa socia and economic priorities, such as cregting sustainable livelihoods and
reducing poverty. They aso need to explain the importance of a“socid compact” that
will ddliver affordable and reliable power to al sections of the society, while maintaining
the financia viability of the sector.

In the meantime, the Government has taken a number of measures to deal with the
sector’s problems. Some of these measures may permanently correct some of the
problems, while other measures may only provide temporary relief and require further
search for permanent solutions.

Unfunded subsidies. The reform contemplated a trangition period with rate cross-
subsidies until a purely cost-based tariff regime (the so-cdled “technicd tariff”) came
into place on January 1, 2003. Thiswas a sound idea, because regulated rates often
include cross-subsidies and other distortions that make rate rebalancing desirable for

128 For instance, in arecent senate session, senior executives of Unién Fenosaand AES were interrogated
for several hours by legislators who accused the companies of “abusing” their clientsand levying “high and
exorbitant” bills.

127 The gravity of the problem is underscored by the widespread negative image that Unién Fenosa appears
to have despite the fact that it claims to have ateam of about 30 communications and PR specialists as part
of communications team, and that in 2001 it conducted about 20 meetings between company managers plus
PR staff, and journalists and community groups (Edenorte and Edesur, Informe de Gestion, Afio 2001).
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efficiency purposes, but politicaly hard to implement at the outset of reform, when the
legitimacy of reform has not been yet established, and when consumers expect lower, not
higher rates (that is how reform is sold to a skeptica public, and the Dominican Republic
was no exception to thisrule).

However, risng world oil pricesin 1999 and 2000, as the reform was being
implemented, threw the plansinto disarray. The distribution companies were unable to
adjust rates to match changesin the cost of dectricd energy (which isindexed to
internationa oil product prices) and quickly incurred mgor financid losses. Facing a
crigsin the reform modd, in 2001 the Government undertook the direct provision of
subsdies to the generators under the Globd Sustainability Agreement. But the
Government’ singbility to fund this commitment led to a further round of negotiations
and crises. The resultswere: (i) the addition of a US$0.0055/kWh surcharge to the
digtribution component of the “technica tariff” from 2003 to 2017, to compensate
distributors for the losses incurred between September 1999 and December 2000%28; and
(ii) the September 2002 decision to diminate fuel subsidies atogether and increase rates
to reflect the dimination of the subsidy.**°

Eliminating the subsidy is agood idea that should have occurred earlier, to avoid
the stranded cost surcharge of US$ 0.0055/kWh that consumers will have to bear for the
next 15 years. The oil subsdy was not financidly sustainable from the Government’s
perspective, and it distorted market decisions because it prevented consumers from
responding to ail price changes and thus did little to reduce the country’ s dependence on
imported oil. It must be understood, however, that diminating the subsidy will
exacerbate payment problems, as customers experience significant rate increases. With a
power sector that is 85 percent dependent on fuel oil (No. 6 and No.2), and with the
termination of Government fud subsidies; higher ail prices are passed through to end-
users practicdly on aone-to-one basis. Exchange rate depreciation dso affects the cost
of eectrica energy directly, because ail prices, aswel aswholesde and retail pricesfor
power, are denominated in dollars. The recent decline in the peso-dollar exchange rateis
therefore a matter of great additiond concern. Hence the issues of lifeline subsidies and
anti-theft measures became al the more urgent as aresult of the dimination of the fue
subsidy. We turn to these issues next.

Lifeline subsidies. For the low-income consumers who congtitute the mgority of
the population, affordability is the centrd issue. As pointed out earlier, about one-fifth of
the population of the Dominican Republic live on less than US$1/day, meking it unlikdy
for apart of the population to afford basic dectricity services without Government
subsidies. As part of the Globa Sustainability Agreement, the Government established in
2001 the PRA to E)rovi de subsidized dectrica energy to low-income neighborhoods on a
trangitory basis™*° Begun on apilot basis, the program was expanded in September 2002
after severe rioting in the Summer of 2002 which left severd people dead from

128 Thiswas formally issued as Order 007 of the Secretaria de Estado de Industriay Comercio, dated
January 5, 2001 and ratified in the Global Sustainability Agreement of February 5, 2001.

129 Order SIE 31-2002, dated September 17, 2002.

130 presidential Decree 1080-01, dated November 3, 2001.



confrontations with the police ™! As explained in the previous section, the PRA ensures

that up to 18 hours of dectricity (24 hours during weekends) are made available in
selected low-income neighborhoods™2 by paying for 13 hours out of a RD$100m budget
earmarked by the Government for 2002. The digtributor provides the firgt five hours of
supply. Inaddition, the PRA works with community leaders and merchants to establish a
bill collection system and to educate the community about paying for eectricity.

Collected amounts are used to pay for the energy delivered (i.e., to recover some of the
cost of the subsidy) and to invest in upgrading of locd digtribution facilities, including
legdization of illegd connections and meter indtdlation. The budgeted subsidy amount

in 2003 is RD$80mM per month, as the program is to be phased out at the end of the year.

In combining atemporary subsdy with an educationd campaign, empowerment
of loca community |leaders within a broader social agenda, and system upgrades, the
PRA is an innovative, ambitious, and well-designed program. Specificaly, the use of the
“soft stick” of peer pressure on one hand (via community |leaders and organi zations), and
of the “carrot” of system upgrades that can increase qudity of service on the other, is
precisgly the mix of incentives that can convince many low-income households that they
need to pay for the eectricity they use. We were told by the PRA Adminigtrator that the
expangon of the program in 2002 was partly motivated by its successin rasing
collection rates, Edenorte and Edesur report that in 2001, collections in poor communities
rose from 5 percent to 23 percent thanks to the PRA. 33

To expand our knowledge about |ow-income urban consumers, the team attended
a community meeting of over 200 resdents in a poor Santo Domingo neighborhood, led
by the loca parish priest, Father Rogdlio Cruz. Father Cruz is organizing his parish and
neighborhood to receive improved dectricity services from the distribution companies
through the PRA. Although highly critical of the distributors'* Father Cruz appearsto
support the PRA. With strong support from those present, he stated his belief that the
neighborhood' s resdents would pay their dectricity billsin the same fashion astheir cell
phone, phone and cable TV hillsif they received rdiable service and a measure of
gability in dectricity rates.

Our mgor concern about the PRA is how to transform it into a sustainable longer-
term program that does not create an excessive financial burden for the Government and
does not perpetuate an entitlement culture on the part of PRA beneficiaries. Givenits
ambitious coverage god of 700,000 households (of which 238,000 have been covered so
far), its complex coverage procedures (described el sewhere in this report), and the fact
that subsidies may be subgtantidly below actua costs of supply (especidly with high
world ail prices, which effectively reduce the value of the Government subsidy), we are
concerned that the program may achieve far less than it intends to by the time the money

131 Economist Intelligence Unit, Country Profile 2002: Dominican Republic, Haiti.

132 A total of 700,000 households have been identified in the country for PRA coverage. By way of
comparison, there are about 1m residential customers with meters (i.e., non-PRA) in the country.

133 Edenorte and Edesur, Informe de Gestion, Afio 2001.

134 Father Cruz is at the forefront of anationwide petition effort to rescind the capitalization contracts with
the distributors. Our understanding is that the effort faces major hurdles because a petition would not grant
the right to hold areferendum or to force Government action in any direct way.

9%



runsout. Thiscould lead to areversa of the progress made by then, with low-income
cusomersreverting to illegal connections, retaiation by distributors through load
shedding, and public disturbances. This should worry both the Government and the
internationa donor community, and it would be afrustrating setback given the many
qudities of the program, as previoudy discussed. Finding longer-term solutions to the
problem of affordability of eectricity supply should be apriority for the Government—
and not just for the CNE, asthe PRA has important anti- poverty dimensionsin the form
of improved access to eectricity and community empowerment that are vauable by
themsdlves.

Another subsidy program of note isthe Rurd Electrification Plan (PNER), which
isintended to subsidize the connection of areas not yet connected to the grid or lacking
dectricity supply.**® Subsidization of the dectricity supply infrastructure for poor rurdl
communities has been afeature of dectrification in dl high-income countries. The
success of subsidies for rurd dectrification, in the United States and other countries, in
helping reduce poverty justifies a program like the PNER. In some suburban aress, such
as Los Mulos near La Romana, the PNER isin fact supplementing the PRA to upgrade
the existing distribution network and organize the collection of payments for dectricity
supply. We heard from NRECA, which is closdly involved in the PNER,**° that the
PNER took over Los Mulos asthe PRA wasfdtering. Thisisworrisome news. Given
limited funds for PNER and PRA,, it isimperative that any jurisdictiona conflict be
limited. Infact, asthe judtification for both programsis primarily socia—ensuring
access by the low-income segments of the country to an essentia service—it is not
entirely clear that they should be run as separate programs. If the primary policy
objectiveis established as poverty reduction through access to eectricity, then the rura-
urban distinction ceases to have primacy. Instead, it becomes relevant only with regard
to program implementation. The mechanisms for ensuring access to dectricity will vary
according to population dengty, among other parameters. Thus solutions will have to be
tailored to such factors. But overdl design and funding can be unified and jurisdictiona
conflicts minimized.

Anti-fraud measures. For customers not covered under the PRA, the Government
established in October 2002 an anti-fraud program (PAEF) formed by squads of police
officers, digtribution company employees, and officids from the Office of the Public
Prosecutor. The squads mission isto detect and prosecute fraudulent electrical
connections and meter tampering. The program aso comprises an educational campaign
againg fraud.**” Apart from problems regarding the incentives faced by the PAEF
adminigtrators discussed sawhere in this report, from the point of view of collections,
the program does not appear unreasonable, although it is an unusud intruson by

135 NRECA estimates that 80 percent of the country’s population has access to electricity, including isolated
stems.

136 NRECA is devel oping an extensive geographic information system for the entire country that includes

information about access to electricity among many other variables, and has extensively assisted the

CDEEE, as implementor of the PNER, in the development of the plan and of rural electrification programs

in specific communities.

137 The mechanics of the program, as well asits benefits and problematic aspects, are discussed elsewhere

in thisreport.



Government into the collection process. Like the PRA, it combines a carrot (education)
with agtick (potential prosecution for theft or fraud); and it is currently targeted to
higher-end business and residential customers whose economic Stugation make the
problem of theft or nonpayment, a least in most cases, clearly awillingness to pay
problem—in other words, alaw enforcement problem.

An important item regarding collections is the payment record of the various legal
entities that are part of the public sector. The information we have seen from the
digtributors shows that after residentia users, public sector users have the worst payment
record™*®. Among the agreements posted in the CDEEE website, we have seen an
agreement on “non-suspendable’” Governmental users of eectricity, dated September 23,
2002. This appearsto be an attempt to define priorities for supply within the public
sector, which cannot be cutoff despite non-payment.  We did not see the list or learn how
entities qualify to be on the ligt, but we are concerned thet if the list isexcessveor is
used to favor certain entitiesin return for politica favors, then it will undercut the
pressure on those Government entities to pay their bills.

Although some pages of the agreement are missing in the posted version, it
appears that the CNE will be in charge of processing dl invoices for dectricity supply to
these users, viathe Minigtry of Finance, and a specific item will beincluded in the
Government budget for payment of dectricity supply to these users. Although it istoo
early to judge the success of the agreement, to the extent it commits the Government
more strongly through a dedicated budget alocation and an agency (CNE) in charge of
payments, it should lead to an improvement in the Government’ s payment record. Asfor
Government users not on the “non-suspendable’ list,**° we might expect that with the
elimination of the fud subsdies and the concluson of PPA-related negotiations (see
below), the pressure on Government finances would decrease, and the public sector
payments record would improve. But thereis no certainty, as new financia priorities and
emergencies could eadly arise. For thisreason, it isimportant to set up additiona
measures to ensure the financid discipline of the Government. Thefirg sep in this
regard should be to understand the reasons for the problem: isit an adminigtrative
problem, e.g. delaysin processing and controlling the paperwork, or isit an actud cash
flow problem? Solutions should then be tailored to the root cause. Administrative
reforms—such as centralization at the CNE, or a some other Government entity—can
streamline the paper processing and control process; cash flow problems can be solved
through credit lines and smilar arrangements unless the Government is insolvent, which
does not appear to be the case at thistime.

Altogether, then, the Government is providing substantia support (the “ carrots’)
to the digtributors through the PRA, the PNER, and the PAEF, to increase collections,
deter and prosecute fraud, and improve the qudity of distribution networks. Smilarly, it
isusing the“stick,” on didributors. As of January 1, 2003, distribution companies face a
new quality of service measurement system, which will pendize distributors and other

138 10 2002, Edeste was collecting less than 5 percent of the amount owed by Government clientsin the
average month; Edenorte and Edesur were able to collect most of the amounts owed by the central
Government, but no more than 42 percent of amounts owed by municipalities.

139 The Team has not seen thislist.



parties responsible for unscheduled interruptions as set forth in the July 2001 Law (Art.
93) and Reglamento (Order SIE-56-2002). Pendtiesto generators are based on anew
Vaue of Lost Load of RD$ 26,464.9/MWh, or about US $1,300/MWh (order SIE-54-
2002), which is based on estimating the cost of dternative supply such as diesdl
generators and batteries. Stiff penalties will be assessed againgt generators, ETED, or the
digributors for exceeding the limits set by SIE on unannounced supply interru(&oti ons (150
percent of the cost of the un-served energy, at the applicable regulated raie™®®).  The
same pendties will be imposed on generators and on ETED whenever the CO determines
that a service interruption was caused by generation or transmission, respectively. '
However, there does not appear to be an exemption for service under the PRA program,
which contemplates a supply of 18 hours per day during weekdays. Without an
exemption from the pendty provisons of the neighborhoods covered (or to be covered),
the digtributors will face sharply higher costs of service for the PRA-covered areas which
appears to be a conflict between these two programs. Thus, the exemption from the PRA
is necessary to avoid further financial turmail in the sector.

2.12.2 Transmission Tolls

The second week point isthe leve of transmission tolls, which are dso regulated.
Transmisson tolls are computed, according to the July 2001 Law and its implementing
regulations, using the replacement vaue new of an optimized grid design aswell as
O&M codts. Talls should therefore be adequate for the recovery of expansion
investment. The problem arisesin the use of tranamission charges as a bargaining chip in
negotiations with the distributors and in PPA renegotiations, which will sgnificantly
reduce ETED revenues. The Sectoral Framework Agreement executed in 2001 included
areduction in transmission tolls reflected in orders SIE-17-2001 and SIE-31-2001. This
reduction gpparently does not allow ETED to cover itsfull capital costs computed
according to the July 2001 Law’'s methodology. Attempts by the SIE to dter the Situation
have been successfully appedled by the distributors.*#? In addition, al renegotiated
PPAs, with only one exception, exempt the affected plants from payment of transmisson

140 3uly 2001 Law, Art.93, Para.l. The law also specifiesthat this penalty will apply starting on January 1,
2003.

141 The renegotiated PPAs between the distribution companies and CDE, Itabo, Haina, and La Vegaall
include penalty provisions for unscheduled interruptions according to the applicable law. Again,itis
important to note that, according to the information we reviewed and to the different parties we
interviewed, blackouts appear to correspond to a mixture of load shedding by the distributors to conserve
financial resourcesin the case of districtswith low collection rates, and lack of availability of generators
due to financial reasons.

142 Footnote del eted.

142 Order SIE-01-2002 setting the base toll (December 2000 value) at RD$ 42.50/kW-month (US$
2.66/kW-month at RD$16 per US$) was repealed by SIE-28-2002, which set the base toll (August 2001
value) at US$ 2.285/kW-month. SIE-31-2001 had set the base toll (December 2000 value) at RD$
28.17/kW-month. SIE-17-2001 set the base toll (December 2000 value) at US$ 0.006/kWh (USS$ 3.94/kW -
month at a 90 percent load factor).



tolls™®3. Altogether, these concessions will surely impact the ETED’ s financia resources
in anegative way.***

Although ETED remainsin the public sector as awholly-owned CDEEE
subgdiary, therisk of transmisson congestion will be subgtantidly increased if ETED
hasto rely on the public sector bud%et to obtain sufficient financial resources to operate
and expand the transmission grid.>*> Moreover, thereis no certainty that private
investment would cover ETED financid shortfdls. The July 2001 Law provides neither
clear mechanisms for private investment in tranamission facilities, nor incentives for
market participants to invest in transmission, as transmission congestion cogts do not ater
the total transmisson charge payable by grid users. The only private invesment in
transmission at present are mgjor connection lines (for AES and for Caterpillar), which
are being built by the private sector under BOT arrangements.

Again, asin the case of hydrodectric fadilities, but now more urgently, it is
unwise to leave untouched the prohibitions of the July 2001 Law for private investment
intransmission. Important new investment must be undertaken in order to meet demand
increases and improve the religbility of the grid. These investments cannot depend solely
on the initiative of CDEEE management. Although centrdized transmisson planning
and charging mechanisms will be needed for the foreseegble future, these functions can
be entirely delegated to the CO, which is aready responsible for caculating the amounts
due for transmission sarvice (Articles 364 and 368 of the Reglamento). As an entity
where the interests of generators, distributors, and other market participants should be
represented, the CO iswedl placed to facilitate discussion and agreement on transmisson
system upgrades as part of atransmission planning process. Once the plan has been
defined, it can be submitted to the SIE for inclusion of the additional cogtsin the
tranamisson tolls. The actud projects can be auctioned off to the lowest private sector
bidder, under concession, Build-Own-Transfer, or some other such scheme, whereby the
successful bidder provides the capita to build the transmission facility and then recovers
the bid amount over time, through transfer of part of the tranamission toll revenues. Such
asystem would provide a sound basis for private investment in new transmisson
facilities without requiring the privetization or capitalization of ETED.

143 We have been able to check thisfact in the renegotiated contract between CDE and CEPP (Puerto

Plata).

144 Ii) this regard, we note that SIE-17-2001 has not been implemented because ETED does not yet have the
metering equipment needed to compute congestion costs, although this wouldn’t have an impact on
transmission tolls because congestion costs are simply deducted from connection chargesin the calculation
of total transmission charges.

145 5o far, 15 percent of current transmission projects are being funded with CDEEE'’ s internal resources

and the remainder through foreign bank |oans with sovereign guarantees.



2.12.3 Wholesale Power Prices

Thethird and last wesk point isthe level of wholesae pricesfor eectrical energy
and capacity that distributors pay on behaf of their regulated customers. In the
Dominican Republic, these prices are largdly driven by the levels stipulated in the PPAS
executed prior to reform by the CDE, as modified by the subsequent renegotiations of
most of these agreements, since about 80 percent of the energy and capacity purchased by
the digtributors comes from the PPAs. In any case, however, it mugt be bornein mind
that about 85 percent of the eectrical energy generated in the country comes from oil4°,
which has to be imported in its entirety. Even under the best termsfor the PPAS, the
dependence on oil imports exposes the country to significant hardship if oil pricesrise
ggnificantly. Thisisimportant because it sets Sgnificant limitations about what can be
done about the cost of eectrical energy in the country, at least in the short term.

The volaility of world oil prices and the current high world oil price of over $36 a
barrel has adversdly affected the financid position of the dectric power sector in the
Dominican Republic. The country consumes atota of 140,000 barrels of oil products a
day, and maintains a 10-day reserve. The ail price increase of $18 per barrel over the past
year 1tg;anslatas into an additiond Government expenditure of about US $2.5 million per
day.

Asmost of the generators with PPAs burn oil fuds'*®, the generators have been
directly affected by the financid difficulties experienced by the sector with regard to the
issue of fuel subsdies. Both the distributors and the CDE, as the only buyer under the
origind PPAS, have had difficulty meeting payment obligations to the generators. PPA
servicing has continued to be a severe drain on Government finances*° According to
the Government, in January 2002 alone, for ingtance, the difference in CDE’s cost of
purchase from seven PPAS'® and the vaue of the energy in the spot market amounted to
US$3.7 million. At times, arrears have accumul ated enough for the generators to turn
their plants off rather than provide further credit to the buyers. This meansthat despite
the ample margin of ingtdled capacity over pesk demand in the country, reiability is
severely compromised as some plants are not running, according to the information from
the CO mentioned above.

146 Computed at the coincident peak. Figuresfrom presentation by George Reinoso, CNE Executive
Director, Miami, Florida, January 31, 2001.

147 The West Texas Intermediate(WT!) price was at $17.65 per barrel at the beginning of January 1998. It
reached alow in early February 1999 when WTI bottomed at $10.26 and Brent at $9.70. Prices then moved
steadily upward with the WTI price peaking at $34.15 in March 2000. After September 11th, oil pricesfell
substantially, hitting lows of about $18 per barrel over the period November 2001 through February 2002.
WTI iscurrently trading(March 7, 2003) at over $36 abarrel.

148 Mostly residual fuel oil (RFO, or No. 6 ail); gas oil or No. 2 ail, in the case of the Cogentrix project.

149 T reduce the debts it owes to generators and distributors, CDE is resorting to a variety of loans and
promissory note issues and tapping the dividends obtained from the state’ s share in the capitalized firms (H.
Garcia, “ Current Situation and Prospects of the Power Sector Reform,” n.d., p.2)

150 gmith-Enron, Cogentrix, CEPP |, CEPP 11, Metaldom, Laesa, and Maxon.
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In response to this situation, the Government has undertaken, through the
Commission on Electricity Sector Sustainability, to repay any arrears due under the PPASs
and to renegotiate the PPAs with two objectives:. (i) to assgn them to the distributors now
that the fud subsidy has been diminated and CDE (or its successor CDEEE) has no
intermediary role to play; and (ii) to buy down or buy out the contracts so as to reduce the
burden they place on regulated rates*>! As of mid-December 2002, the Government had
paid out atotal of US$ 185m for arrears owed to the IPPs over the previous three months;
another US$ 157m remained outstanding.

So far, the Government has renegotiated al of the PPAs except for Cogentrix’
(San Pedro de Macoris), dthough severd of the renegotiated agreements have not been
sgned in expectation of the find arrears payments owed by the Government. In some
cases, such as Transcontinental Capita Corp. (112 MW), the PPAs have been terminated
and the plant has become fully merchant; in other cases such as Puerto Plata s unit 2 (50
MW), the contract has been assigned to the distributors, in this case Edenorte and Edesur.
The PPAs between the distributors and CDE, Haina, and Itabo have been renegotiated to
reflect 20 percent lower energy and capacity prices and symmetrical (up and down) price
escalation clauses™?; to allow distributors to reduce contracted capacity as large users
enter the wholesale market; and by applying the same penaty regime faced by the
disgtributors for unscheduled supply interruptions. In exchange, the term of the
agreements has been extended to 15 years starting in 2001. All of the renegotiated
contracts have been vetted by the SIE.**3

In generd, the PPA renegotiation process appears to have been sound. If the
reputation of the country with foreign investorsis to be maintained, the contracts cannot
be unilaterdly rescinded by the Government. As aresult, the Government probably had
little choice but to pay the amountsin arrears. At best, these amounts can beincluded in
the renegotiation process, with the idea of convincing the sdller to give up some of the
amount as irrecoverable, or of spreading repayment over an extended contract term, as
was done in the case of the distributors with the 15-year VAD surcharge. Attempting to
convince the sellers (and lenders to the | PPs) that contract amounts are irrecoverableisa
risky drategy, asit can tarnish the country’ s reputation and the Government’s
commitment to the sector’ sreform. And repayment over an extended term could not be
accommodated given other renegotiation objectives such as lower prices. Thus, the
actions of the Government with regard to payment of arrears do not seem unsound. Other
actions of the Government in the renegotiation process also seem reasonable. The
Government has traded off contract term extensions for lower prices, better pendty
provisons, and flexibility about contract capacity levels. We have dready explained why
contract term extensons are unlikely to negetively affect competition in the wholesale

151 Of course, to the extent the renegotiated prices continue to be unacceptable to ratepayers, PPA
assignment will only transfer the financial crisisfrom the CDE to the distribution company owners—which
include the public sector itself under the terms of the capitalization agreements.

152 The escalation clauses in the original contracts only ratcheted prices up if, for example ail prices
increased; if oil prices decreased, PPA prices were not adjusted downward. The new clauses allow the
downward adjustment.

153 91 E has affixed a statement to each contract stating that he has examined and approved the terms of the
renegotiated contract for purposes of pass-through to ratepayersin the next rate review.

101



market. The pricing, pendty, and capacity level concessions obtained in exchange for the
contract term extensions increase consumers ability and willingness to pay for the
contracted capacity and energy, increase the consistency of contract terms with quality of
service regulaions and pendties, and make it possible to lower the market access
threshold for large users without adverse financid consequences for the digtributors.

At the same time, the Cogentrix PPA remains a sgnificant unresolved matter
because of the large Sze of the plant (300 MW), the amount of money involved, and
Cogentrix’ strong negotiating postion (the contract was competitively bid, approved by
the Dominican Senate, and enjoysinternationa guarantees). Since the plant was recently
commissioned, the full buyout cost is close to overdl plant cost at US$ 300m. The
Government obvioudy wants to minimize the total payment, so it is proposing instead to
make the plant merchant and to add the capability to burn natura gas™* (to be supplied
viaAES LNG regasfication plant near Santo Domingo). The estimated cost of contract
buyout under this scenario isin the order of US$ 200m. In our conversations with
Government officids, the possibility was mentioned of obtaining aloan from a
multilateral indtitution such asthe IDB to pay for the contract buyout. If the loan does
not unduly burden the increasingly heavy foreign debt load of the Dominican Republic, it
may be the only solution to the impasse. The Government seems to lack the money to
buy out the contract in the short term, while the cost of the current Situation, in terms of
the impact on blackouts and their effects on collection rates, istoo hightoignore. Asa
300 MW plant, the Cogentrix plant has a Sgnificant impact on the ability of the
interconnected system to meet peak demand levels. Getting the Cogentrix plant back on
lineisthus necessary if blackouts are to be minimized and thislast dement of the
financid sustainability of the sector isto be settled.

To conclude this section, then, it is clear that while much has been done in recent
months to ensure the finandd sudanability of the sector, important areas reman to be
finished or strengthened.

Firgt, the current PRA program, dthough effective and wdl run, should be
temporary, and trandformed into a different, sustainable program that does
not creste an excessve financid burden for the Government and does not
perpetuate an entitlement culture on the part of PRA beneficiaries;
consderation should be given to some coordination with the PNER to
tackle the problem of ahility to pay for eectricity in the country.

Second, the Government needs to develop stronger commitment
mechanisms to pay for the eectricity that Governmental entities consume,
beginning with an understanding of the causes of this problem.

Third, the PRA needs to be excluded from the pendties for service
interruptions, to avoid plunging the distributors back into severe financia
difficulties, and recognizing the specid nature of the supply problemin

the communities covered by the PRA.

154 Asthe plant currently burns expensive #2 oil, shifting to gas would probably improveits standing in the
dispatch merit order considerably and thus its profitability as a merchant plant.
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Fourth, explicit mechanisms must be deveoped for private involvement in
the expanson of the transmisson system.

Fifth, renegatiation of the Cogentrix PPA must be completed to finaly
resolve the stranded cost problem posed by the pre-reform PPAs and to
put the sector on amore secure financid footing.
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3.0 RECOMMENDATIONSFOR SUSTAINABILITY OF SECTOR REFORMS
3.1 SECTOR ARCHITECTURE

Pending findization of the CO governance structure (see below), we find thet the
fundamenta indtitutional el ements necessary to support a viable power sector have been
put in place. Although capacity building and adequate resources must be given to
support the indtitutions, there do not gppear to be any fundamenta “indtitutional gaps’ in
the design of the sector as set forth in the July 2001 Law and Reglamento. Gaps do exist
however in the detalled definition and implementation of inditutiona roles and
respongbilities. Considerable confusion exists asto where the lines are drawn between
Government and private sector responsibility as well as among the various Gover nment
agencies, especially during this transition phase where the second generation of reforms
isunderway. Important issues that relate to traditiond notions of “doing business”
patronage politics and Presidentia participation should aso be addressed to assure that
they do not obscure indtitutiond credibility and &bility to function.

The three most critical ingdtitutionsin the sector are SIE, CNE and the CO. We
recommend that the function and jurisdictiond limits of these entities be clearly
inditutionaized and strengthened so that they perform their required function in the
sector.

3.1.1 Superintendency

Actions to Ensure Independence of the Superintendency

1. Under the July 2001 Law, CNE has a close relationship with the
Superintendency. Among other things, CNE issues regulations that have
superior legd ranking over the resolutions that SIE issues, meaning that
SIE must follow the lead set by CNE. CNE aso has authority to review
decisons by SIE, dthough we were told thet its review islimited to SIE's
application of the law and does not include areview of SIE’ s fact-finding.
This relationship undercuts the independence of SIE because, anong other
reasons, SIE must follow the regulationsissued by CNE that is part of the
Executive Branch. The potential for political meddling in SE’s decisions
istoo great to allow this relationship to continue in the long term; we
recommend that CNE only serve as a policy entity and that SE deriveits
authority directly from a statute.

2. Build SE Commissioner and Saff Capacity. Aslong asthe
commissoners and staff lack the requisite technicd, legd and financid
capacity to develop, monitor, implement and enforce the regulatory
regime, excessive reliance on CNE, CDEEE and other indtitutiona
expertise will be required. This dependency threatens the independence of
the Superintendency. Therefore, we recommend thet:
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3.

A comprehensive organizational plan and set of job descriptions
should be developed. Although there is some organizationd plan in
place, it seemsthat SIE would benefit from amore carefully desgned
organizationa plan with carefully drafted job descriptions for all
positions. Thiswill include how SIE departments and various positions
relate to one another.

Improve Staff training/capacity building. Over the next two years, SE
should be strengthened by adding power sector professionalswith
killsin finance, auditing, accounting, utility management,

engineering, aswdl asin transmisson, distribution and power grid
management. All staff should recaive training in regulatory processes,
various phases for engagement with regulated and non-regulated
organizations, and public affairs. In the short term, SIE may share
expertise in transmission, power grids and wholesale market operation
with the CO, provided it maintains effective separation of decison
making functions.

Improve the auditing and enforcement division of SE. SIE should
congder establishing a set of regulatory accounting standards and
regular filing requirementsfor al jurisdictional companies. The
enforcement division should be fully saffed with quaified
investigators so that they may vigoroudy pursue possible violationsin
regulatory compliance meatters.

Improved internal processes. SIE should establish a comprehensive
docket system to track and monitor al proceedings that have been initiated
and dl pleadings that have been filed with SIE. Rules of procedure for
announcing SIE public meetings should be established.

Improved rules of procedure. SIE should promulgate detailed rules of
procedure that complement the procedures set forth in the Reglamento,
including procedures for public participation, and deadlines for filing
pleadings, answers, protests, public hearings, use of court reporters, etc.
These ruleswill serve asthe basisfor dl regulated companies without
discrimination. Strong rules prohibiting ex parte communications with
persons outsde of SIE on matters pending before SIE should be published.

Improved public participation in SE proceedings. SIE should encourage
public participation in al SIE proceedings, especidly ad hoc groups such

as consumer, indugtria, commercia, agricultura, and other groups. An
Office of Public Affairs should be established to communicate, on a

regular basis, with the public and market players and provide information

on how to participate in SIE proceedings.
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6. Physically relocate SE and CNE. SIE and CNE currently operate in the

same building. Congderation should be given to reocating these offices
to different physical Stes so asto minimize perception of co-mingling
these functions.

. Under the July 2001 Law, the Superintendent of SIE dso serves asthe
Presdent of the Coordinating Organism. This dual role for the
Superintendent is an inherent conflict of interest and should be eliminated.
We have no objection to the Superintendent attending CO meetings as a
passive observer, but the Superintendent should not be managing both the
independent regulatory agency and the private organization that oversees
the spot market, which itsdf is subject to SIE jurisdiction. Any
participation by the Superintendent, including the power to cast atie-
breaking vote, poses the risk of conflict of interest. Becausethisroleis
established by the July 2001 Law, we recommend considering an
amendment to that Law

. Reduce Presidential Participation. Whether actual or only perceived, the
injection of presdentid poalitics into the decison-making processes of SIE
must be diminated and any inference that these two offices are linked

must end. Although it isimportant that SIE has the confidence and

support of the Office of the Presdent, the perception that that Office

guides the SIE on pending maitersis detrimental to SIE' s credibility as an
independent indtitution. We recommend an actua “ stepping back” of the
Office of the Presdent and other Government offices from SIE regulatory
actions. In furtherance of thisgod, S E should promulgate strict rules
prohibiting ex parte communications by any non-SIE person with an SIE
employee, and the public and other Government agencies should not seek
to engage in such ex parte communications.

. Develop an SE internal work plan and submit an Annual Report.
Although some collaboration with CNE and other Government ingtitutions
is expected, SIE should develop its own work plan so it can clam
ownership of that plan. Items that should be addressed in the plan aswell
as the time frame for addressing each item include:

Appropriate budget projections and financing of SIE;
Improved clarity of process (docket system, hearings, notice
provisons);

Traning for gaff (by category of training, e.g., taiff,
regulatory process, audit and enforcement proceedings, €tc.);
An Office of Public Affairsfor mediareations and
dissemination of information; and

Detailed work plans for each department, including
PROTECOM
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SIE should be required to submit an Annua Report to Congress,
gtating, among other things, its perception of the sector, suggestions on
gtatutory changes to its authority or changes to the sector, the number of
cases it has processed and anticipated case load, staffing levels and future
needs, etc.

10. All SE Commissioners and Staff should refrain from engaging in public
debate. It isevident from numerous press articles, press conferences,
Congressond hearings, and Smilar media events, thet thereis
consderable debate among high level officids about the reformsin the
electric sector.  Such debate may well be hedlthy for the sector and help
educate the public about the reforms. However, SIE Commissioners and
Staff should refrain from engaging in that debate, S0 asto maintain the
integrity of the regulatory body and preserve their objectivity as pleadings
and cases arefiled beforeit. An Office of Public Affairs, opposed to
commissioners or other staff, should handle all media relations.

11. Therole of the Commission on Electricity Sector Sustainability that
advises the President on sector reform and operation needs to be more
clearly defined. Its high-level role in sector decisionmaking may not be
the best use of Presidentia prerogative at thistime. In fact, the work and
operation of the Commisson may serve to underminethe leve a which
SIE, CNE and other indtitutions are able to function. We recommend that
the objective and role of the Commission be made clear and published. To
prevent further confusion in the sector, the Commisson should remain, at
most, an ad hoc advisory council, and should not be formaized in any
Satute.

3.1.2 National Energy Commission (CNE)

Although the basic role of CNE as a policymaker seemsto be well understood by
the sector, there is apparent confusion as to CNE’ s role on specific issues, primarily
concerning regulatory aspects of the sector. This can be atributed to the newness of SIE
and lack of sector experiencein its leadership compared to CNE members who have
more experience. As SIE gtaff buildsits capacity, this confusion should be reduced. Itis
important that SIE not act or be seen as part of CNE but rather, that these ingtitutions
maintain highly separate operations. Therefore, we recommend that:

1. CNE'sauthority to review SE decisions should be eliminated and that
gpped s be taken directly to ajudicia branch of the Government, such as
the Administrative Law Court or other appropriate court. Thisissue may
be addressed by careful review of the lega documents that authorized
CNE to review SIE decisons, e.g., the Reglamento and Modifications
thereto.

2. CNE'’srulemaking authority should be eliminated and SIE should be
alowed to derive its authority directly from the statute.
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3. TheJduly 2001 Law should be amended so that CNE does not have tie-
breaker voting authority over SE decisions.

4. CNE and SE offices should be physically separated. In addition,
immediate capacity building should be started for SIE so asto reduce its
necessary reliance on CNE and others entities for technical assistance.

5. Improve Saff training/capacity building. CNE saff would benefit from a
better understanding of the operation of the sector, including SIE'srole,
and should attend many of the training courses that SIE staff attend.

6. CNE should issue improved rules of procedure. These ruleswould cover
public participation in it rulemaking process and any gppeds from SIE
decisons and improve the trangparency of that decision making process.

3.1.3 Coordinating Organism

The CO plays an important role in managing the spot market, and it isimportant
that its role be clearly defined so that al sector players understand how the market
operates. Therefore, we recommend the following:

1. Finalize the CO governance structure. We remarked on the excessvely dow
process of consolidation of the CO, both in terms of its governance structure
(as established in the corporate by-laws), conditions for members to
participate in the market, and participant charges. Provisona governance and
financid arrangements creete uncertainty among market participants, which
may deter investment in the sector. To avoid further delays, we suggest that
the CO By-Laws be finalized immediately. Members of the CO and others
should dearly understand the terms and conditions under which this
organization operates, thereby improving the understanding and perception of
this critica organization.

2. Amend the Composition of the CO Board. We recommend that the July 2001
Law be amended to provide for amore balanced governing Board. We
suggest the following composition of its governing Board, with equal voting
rights al generators regardiess of ownership (EGEHID should smply be one
more generator entity participating in the dection of generator
representative(s) to the CO board); transmission (ETED at the time);
digtribution; large users, and perhaps, regulated consumers (an odd number
would facilitate decision-making by avoiding deadlocked votes). User
representation can be structured through two separate mechanisms:. large users
participating directly in the market can elect arepresentative among
themsdlves, and regulated users can elect a representative through consumer
organizations and business associations, such as the Fundacion por los
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Derechos del Consumidor (FUNDECOM) and the Consgjo Naciona dela
Empresa Privada (CONEP)'*°,

3. Calculation of participant charges. We recommend that as part of the
elaboration of the CO’ s by-laws, a system for the calculation and payment of
CO participant charges be put in place. The computation of charges should
be straightforward, as the principle is dready stated in the July 2001 Law,
once the commercia information system alows a precise measurement of
participant transactions in the market.

4. Incorporate EGEHID and ETED so they can assume their membership roles.
CDEEE has the responsibility for incor porating these entities. These members
need to be incorporated and placed on the CO governing Board so that the CO
management team can lead the CO on market developments.

5. Development of a Public information function. We did not hear any
complaints about the communication and information aspects of how the CO
is currently operating. However, for future operations and to preserve
indtitutional memory, some consideration should be given to establishing an
information function at the CO where data is maintained, minutes of CO
mestings and history of the CO actions, agenda priorities and other materids
that track the work of the CO (news clippings, memos).

3.2 GENERAL SECTOR REFORM

3.21 Deveopment, Publication and Implementation of Government Sector
Reform Strategy

The publication of Government’ s sector reform strategy can help to legitimize
reform.*®® The development of the strategy should sufficiently indude participation from
stakeholders prior to completion. In the development of the strategy, facts (eg., socid
impact work of World Bank) must be taken into consideration and appropriate responses
developed. Prioritizing the reform measures, providing definite reform action items as
well as atimdine for implementing them can alow for an appropriate leve of
stakeholder expectation, give potentid investors an idea of Government’ s intentions and
direct indtitutiond priorities for action.

158 For instance, the SIE can invite CONEP and FUNDECOM to choose a person that would represent
business and residential consumers, respectively, or arepresentative can be randomly chosen from alist of
candidates where one half of the namesis proposed by CONEP and the other half by FUNDECOM.

158 There is an Electricity Sector Policy Declaration (Declaracion Politica para el Sector Electrico), undated.
It includes model of organization of the CDEEE's debt management dated February 2002 and Rural
Electrification. Plans for various regions of the country, dated January through July 2001.
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3.2.2 Establish a Sector Reform Task Force

We have some concerns that there is no single entity thet is overseeing the reform
efforts from an objective and broad perspective. To some extent, CNE performs this
function, but CNE' s role also needs to be reviewed, and it cannot perform that function
objectively. At therisk of creating another, dbeit temporary, inditution, consideration
should nonetheless be given to establishing a Gover nment Sector Reform Task Force.
The Task Force would establish baseline data as to how stakeholders currently benefit
from sector operations, tracking changesin performance based on data that may include
cost of power, access, reliability. The Task Force differs from the Presidentid
Supervisory Council in its compaosition and role. The Task Force would idedlly exist no
longer than two years and might include one or two international advisors. The Task
Force would report to CNE and be responsible for publishing bi-annual impact
assessments.

The Task Force would be responsible for assuring that programmatic
ingitutions (PRA, PAEF) carry out their mandate and either close operations or
are trangtioned to a clear inditutiond role, either sand-aone or as part of an
exiging inditution.

The Task Force would aso monitor implementation of the law and
possibly make recommendations on improvements to address vagueness and gaps
in the existing Law as reform continues™’. An in depth assessment of the Law, the
Regulations and S E Resolutions should be made in the next three months.

The Task Force could monitor the development of regulatory processes to
assure that a baanced approach that includes the various regulatory aspects of
sector oversight is ongoing.

323 Define further rolesand responsbilities of institutionsfor each
ingtitutional mandate, methodology for implementation.

1. Define the Role, Responsibility, Jurisdictional Limit of Government and
Government Institutions as they relate to the Sector. The roles of Government in sector
operations often conflict and can serve as a source of confusion for sector players and
cusomers. Asillugrated in Table 11, Government has many rolesin the sector. Itis
essentid that sector players know what role each Government indtitution is responsible
for and which objective the Government seeks to promote viathat ingtitution. For
example, even after the restructuring, the Government remains a substantia entity in the
marketplace with power to influence decisons. Consideration should be given to
reducing the Government’ srole in the sector, e.g., privatizing the transmission and hydro
sectors, terminating PAEF after a fixed period of time, reducing it representation on the
CO Board.

157 Thisis often arole played by anon-Government energy, legal or other institute as well as various
Governmental commissions.
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2. Ingtitutional Work Plans. As reform progresses, it isimportant that each
ingtitution’s mandate is clearly defined by itsrole, responshility and method for
implementing its mandate. This definition goes beyond whet is presently contained in
law. At leadt for thistrangition period, ingtitutional work plans from each involved
ingtitution will help indtitution staff identify key benchmarks for performance aswell as
inform the public and market players of

esch inditution’s definite role and Table11
responsibility. We suggest that these be Multiple Roles of Gover nment
completed by May 1, 2003. Some items - Itisasubstantial sh_ar eholder i'n
that the work plans can address some of the generation companies
and in al the distribution companies
_ (FONPER);
Indicators of success for . Itisaregulator for the sector (SIE);
eech inditution. (eg., for . Itisaprotector of consumers (SIE);
Protecom, targeted - Itisapolicymaker and planner for
perca'ltege leved of the sector (CNE);
suceessful consumer - Itisasector player in the market

(CDEEE as sole owner of hydro and

protection actions; for transmission facilities):

PAEF, successful . It provides subsidies for low income
prosecutions, percentage of people (PRA, PNER);

increase in payments). - Itisaconsumer of electricity; and
Timeline for performance of - Itisanenforcer with prosecutorial
certain actions. powers (PAEF).

Program targets matched

against budget costs. Develop a detailed plan on how ingtitutions will be
financed (e.g., use the congtitutiona processes and do not duplicate PAEF
financing scheme).

Saffing plans. Short- and long-term.

Training Plan. As part of the Inditutiona Work Plans, a Training Plan,
based on a Training Needs Assessment, should be developed that includes
topic areas, number of saff to be trained, financing for training and most
importantly, aredigtic timeinefor training. In light of the recent
edtablishment of so many inditutions there is tremendous opportunity to
share costs based on overlap of staff technica training needs. (see sample
topics, attached at the end of the Recommendations' section).

3. Publication of Institutional Processes and Procedures. Theregular, clear and
timely publication of processes and procedures is important, especialy as reform of the
sector continues. Government should consider the developmernt of amonthly newdetter,
eg., published by CNE, that publishes summaries of new resolutions that regulate
processes and procedures, other ingtitutional process and procedure information, genera
information about sector reform, finance, etc.
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3.24 Consumer Protection and Participation

The public distrusts the distribution companies, and for good reeson—meters are
often inaccurate, billing cycles exceed actud days in the month, quaity of serviceis
poor, rates are high, etc. Immediate steps need to be taken to improve this rdationship
and obtain the public’s endorsement of the reform efforts.

1

Additional Protecom offices should be immediately established, staffed
and operational (establish atime line for completing this god). Thiswill
restore some customer confidence and keep companies on guard; can be
vauable tool to collect anecdota information and disseminate

informetion.

Building consumer confidence and support. The following steps should be
taken to help build consumer confidence:

Regular conaultations of the distribution companies with community
organizations and consumer groups to improve customer service and
assess client satisfaction.

Improved customer relations by means of consumer campaigns,
educationd pamphlets, easier means of payment, etc.

Edtablish a consumer advocate within the distribution companies reporting
directly to the CEO and to SIE via Protecom, to coordinate dl quality of
service aspects and provide avisible and answerable presence in matters
of customer service.

Increasing Public Participation. Public participation should be encouraged
in public decision-making processes, such as proceedings before SIE and
CNE. Consumer groups and other coditions (eg., financial, commercid,
indudtrid, agriculturd) should be educated and encouraged to use the

formal processes available before those entities to express their views and
have those views consdered before afinal decison isissued.

Discussion. In addition to overal development of reform policy, we attach
high importance to initiating a di scussion within the Government or even
within the Dominican society (perhaps through the newly-crested Pact for
Stability and Economic Development), about the merits of the
recommended combined program. The discussion should involve the
callection of information about the affordability of dectricity supply

among low-income households. By the end of the calendar year 2003,
these efforts must be trandated into actuad policy initiatives to go beyond
the PRA in addressing equitable access to eectricity supply. Inour
opinion, such policies are of grest importance for along-term solution to
the financid viahility problems that have plagued the dectricity sector over
the last decade.
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The main entity to lead policy discussion and design exercises should be
the Socia Cabinet, asit has the most extengve involvement in, and
information about, poverty and service affordability in the country. But it

is aso necessary to involve other parts of the Government that have to give
their assent to any initidive: a the very least, the Department of Finance
under itsrole of railsing and dlocating Government finances; and the CNE,
to oversee the fit between socidly-oriented policies and the country’s

energy policy.

113



3.25 Improve Public Information and Awar eness.

Thereis strong evidence from the experiences of other countries that ingtitutiona
reforms are broadly accepted when the public participate actively in the design of new
reforms and indtitutions. Participation helps to legitimize reform. Public information
campaigns led by the Office of the President, should be implemented to emphasize that
reforms benefit all groupsin the society. Such campaigns could include press
conferences, articlesin the press, and educational programs on television and radio. By
providing reform information, Government can set informationd targets to help change
customer and business mindset and remove exigting thinking of “entitlement”. We
recommend:

1 Government Sector Reform Spokesperson (eg., 2 years). Thisindividua
will speak on behaf of the Sector on the whole with emphasis on reform matters,
thereby reducing the information role for the Presdent, CNE and SIE. The
individua would likely be a senior staff member at CNE or the Office of the
President but would not be the Executive Director of CNE or SIE personnel. This
individua would conduct regular briefings on sector reform.

Key points to include in current agenda for public debate — through the course of
devedoping its drategy, Government will need to pay close attention to certain
issues that require public and private sector input if to be sustained. Examples of
questions to be pursued:

Social Impact Assessment— eg., how will Government know it is
succeeding?

Blackouts are overshadowing al other sector devel opment issues, e.g.
contracts, etc. — how Government, consumers and business can work
together to diminate blackouts.

Reglamento — consumers seeking connections must prove they own their
own house — thisis discriminatory againgt the poor but at same time, they
can obtain squatters’ rights. Government needs to ded with this.
Presidential Role in the sector — people clearly believe the Presdent’ srole
in the sector is direct; increased awareness on ingtitutiond roles will assst
Government in securing reform.

Gover nance of the sector would be complete with cregtion of hydro and
transmission companies. Companies and investors would benefit from
undergtanding the Government’ s plan in terms of how they view future
invegmentsin the country.

Sanctity of Contracts — ongoing avareness a the customer, business,
Government and judicid level would be of greeat benefit to sector reform.

2. Target information during transition. In thisregard, Government needs to
identify red indtitutiona roles to address habits and psychologica impacts and

reduce confusion. For example, investors receive little or no information about
potentid investment opportunities (e.g., transmission, hydro) which promotes a
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hesitance among investors in exploring possible sector opportunities. A review

the forums in which ideas can take place should be conducted and action

programs commenced; some examples common in trangtion settings are: Student
Education Program; Meter Awareness Campaign (enhance SIE — “how to read
meter”); and International Investor Information (can include donors).

3. Media training. Government’s ability to disseminate information on
reform will be facilitated if thereisagroup of journdists who understand the
sector issues. Government, specifically CNE, can take the lead in working with
interested journdists to educate them on the more technical and legd aspects of
private energy markets; e.g., describe the pricing system, Government subsidy
schemes, how to save energy, etc.

Mediaworkshops for journaists will build media competency about sector issues.
Thistraining will ultimately benefit Government because apool of “energy
journdists” will emerge that will be able to convey key points about the sector to
citizens

3.2.6 Develop Stronger Commitment Mechanismsfor Payment of
Government Electricity Bills.

The collection data that we have obtained from the distributors show that the
Government isamgor cause of the revenue shortfalls experienced by the ditributors.
This stuation imperils the financid sustainability of the sector. Our recommendation
consgts of two steps:

the causes of payment arrears by Governmentd entities must be
understood—whether the arrears are caused by redl cash flow limitations,
or by adminigrative inefficiency or other reasons, and

gppropriate solutions must be developed. For instance, if the problemiis
adminigrative, bill processing can be centraized at the Comptroller’'s
Office if the problem is cash flow, then gppropriate financid and
accounting reforms should be implemented.
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3.2.7  Performance Contracting

Asaparty to the management contract, the Government is entitled to monitor the
performance of the contract. Audit rights may aso derive from those contracts,
depending on their provisons. Similarly, as a substantia minority shareholder in the
distribution companies, the Government is entitled to its shareholder rights, which
normdly include the right to monitor whether management is making prudent business
decisons for the company and ultimately the shareholders.

As discussed further in Section 2 of this Report, we recommend that the
Government review its legd options to initiate renegotiation of the management
contracts, withaview to replacing the current contracts with performance contracts.
Among other things, the performance contract should be designed:

Toimpose aclear requirement that the distribution companies be held to a

standard of prudent business practices, so that profits and ultimately dividends

can beredized and dl shareholders can share in these profits according to thelr
shareholder interests;

To terminate load shedding, to improve quality of service, to require investment in
system upgrades, and to establish clear targets for increased collections and
reduced losses. Even though losses have declined subgtantidly, they are fill high

by internationa standards and financia viability will not occur unless theft and

technica losses are subgtantidly reduced;

To use aformulawhich computes the 2.75 percent management fee based on the
amount of revenue collected, rather than on the amount invoiced. The contract
should specificaly provide for the transfer of technology and technical services as
origindly anticipated, and define the specific forms of technology transfer and

technica services to which the management fee will be tied;

Torequire regular, transparent and independent financial and technical audits of
the distribution companies.

3.2.8 Maodify the Current Regulationsfor Street Lighting Quality

Order SIE-55-2002 of December 18, 2002 created a quality of service regime for

street lighting, which as Edenorte and Edesur data shows, appears to be plagued by some

of the worgt collection problems. As an interim solution, SIE alowed municipdities to
postpone paying for street lighting service until an inventory of sreet lighting equipment
isconducted. Since the inventory requires personnd from the municipditiesaswell as
the digtributors, it may take either sgnificant resources or time to complete. In ether
case, the order will place afurther financid strain on the digtributors a atime where their
financid pogtion isfragile

We recommend that aless onerous solution for the street lighting equipment

inventory be sought. We are not prepared in this Report to make a comprehensive review
of the options. However, we note that a possible solution would be for SIE to tender the
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inventory to one or more subcontractors through open bidding, to be completed
nationwide before the end of 2003. The inventory-taking could be funded by the
digtributors, and one-hdf of the cost recovered from the municipdities through a sireet
lighting rate surcharge over afive-year period.

3.2.9 Government should implement specific measuresto reduceforeign
exchange and fuel price volatility risks.

Over the longer term (3-5 years), the Government should consider establishing a
30 day emergency petroleum reserve to be filled when world oil prices are comparatively
low and near the bottom($22) of the OPEC price band ($22-28per barrdl).

3.2.10 Government should remedy theincorrect billing by the distribution
companies.

Incorrect billing raises the public’'s mistrust of the distribution companies and the
integrity of the system. It is expected that under recently issued SIE Resolution 58, over-
billing will be more closely monitored. This can be achieved with the proposed
regulatory oversght and with fines imposed on companies that are found to over-hill (eg.
34 day month billing cydes).

3.3 RELATED GOVERNMENT PROGRAMS

331  Anti-Fraud Unit (PAEF)

Encourage the PAEF to fulfill its objectives. PAEF should help change a culture
of non-payment by sending a message of enforcement and deterring future fraud and
theft. However, asthis message is communicated to the public, the need for this program
should diminish. Therefore, we recommend that:

This program have “ sunset” provision that calsfor its termination after afixed
time, e.g., one year, so that the need for the program can be reeval uated.

This entity should be carefully monitored to ensure that:

o it followsappropriate lega processesto protect the civil rights of the
individud,

0 it doesnot exceed its authority

0 itisnot usad in avindictive manner to target certain individuas or
inditutions, and

0 itisnot controlled by the distribution companies which directly benefit
from the program.

Funding for the program should go through the norma congtitutiona budgetary

processes, and the program should not be funded directly through pendtiesthet it
collects.
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3.3.2 Blackout Reduction Program (PRA)

The digtribution of power to end-usersisthe lynchpin for the financid
sugtainability of the entire eectric power sector. For the low-income consumers who
condtitute the mgority of the population, affordability isthe centrd issue. But the
Government must understand the precise nature of the supply affordability problem, and
then target any public subsidies very sharply to the segments of the popuation that can
least afford to pay for dectricity.

Our analysis of the Blackout Reduction Program (PRA) made clear the
discrepancy between the PRA’ s ambitious coverage goals and procedures on one hand,
and its very limited time horizon on the other. We noted the strong Smilaritiesin
objectives (facilitating access to eectricity supply by low-income communities), and the
potentia for some jurisdictiona overlap (rurd communities), between the PRA and the
PNER. We dso found that some of the enforcement efforts of PAEF may ultimately
impact PRA beneficiaries; thisimpact needs to be monitored. The PRA isa
programmeatic step in the right direction for the short term. We recommend that PRA,
PNER and PAEF overlgps be assessed and where possible, that these efforts be better
coordinated for consstent results. We further recommend:

1 Streamline PRA Oversight. PRA management currently reportsto
the Socia Cabinet, CNE and SIE aswell asthe Council of CNE. Therole
of CDEEE isimplementing certain technical aspects of PRA isaso
important. The structure for operating, managing and overseeing PRA
should be reviewed to determine how it can be modified to improve and
amplify theseissues. An effort should be made to coordinate this
program with PNER.

2. Exclude PRA from service interruption penalties. The SIE,
equipped with a SCADA system that dlowsit to detect service
interruptions in digtribution circuits, and armed with tiff July 2001 Law
pendties againgt unjustified interruptions (Art. 93 pendties), will be
enforcing the law’ s provisonsin 2003. We are concerned that the specid
circumstances of the PRA, which involves systemdtic service
interruptions, may not be taken into account, increasing the aready high
leve of conflict in the sector. Any service interruptions specifically

contemplated under the PRA must be excluded frominterruption penalties.

Thisis an important recommendation because distributors will unfairly
incur subgtantia pendties for participating in a program endorsed by the
Government. This recommendation can be implemented very rapidly
through the issuance of an SIE order.

3. Ensure Ongoing Delivery of Service to Low-Income Consumers.
Before the PRA ends, the Government should conduct a study of ability to
pay for dectricity and other basic public services among the population of



the Dominican Republic. This must be followed by the devel opment of
suitable policy responses, such as an integrated lifeline program to address
access to dectricity supply by the poor in rural, suburban, and urban aress.
By the end of the cdendar year 2003, actual policy initiatives should be in
place to go beyond the PRA in addressing equitable access to dectricity

supply.

We suggest that the main entity to lead policy andysis, discussion, and
design exercises should be the Socia Cabinet, as it has the most extensive
involvement in, and information about, poverty and service affordability

in the country. But it isaso necessary to involve other parts of the
Government. These include: the Minidry of Financein itsrole of raising
and dlocating Government finances, the CNE, to oversee the fit between
socidly-oriented policies and the country’ s energy policy; and Protecom
as an important information source of customer uses and payment iSsues.
The involvement of non-government/customer advocacy groups should
aso be included.

4, Build on Local Community participation of PRA. We found an
important network of Government, community and private sector players
engaged inthe PRA activities. Asthe program gpproachesits end, it will
be important that Government consider waysin which the program’s
infrastructure can be developed to assst poorer communities beyond pure
subsidy. Los Mueos presents an example of local participation; it is
possible that PRA could evolve into aloca power co-operative under the
gopropriate financing and management setting

3.3.3 National Energy Efficiency and Renewable Energy Program

Inlight of the Government’s commitment to increesing awareness and action on
energy efficiency and renewable energy, consderation should be given to consolidating
exiging programs and funding. For detected fraud, 10 percent of penalties are used for
incentives to develop renewable energy; careful consideration should be given asto how
these funds might be leveraged. Government commitment to these topics needs to be
prioritized and redized, for example:

Target Government Buildings as part of how buildings can be energy efficient;

track cost savings (new lighting, motion sensors, ar conditioning improvements,

etc.)

Continue public information and awareness on how to save energy, i.e,
encourage rational energy use.

Congder establishing grants to support non-Government organizations dedicated

to supporting efficiency programs at the industrid, business and/or customer

leve.
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Condder establishing targeted |oan ass stance programs for industry and business
aswdl asresdentia blockswilling to refurbish equipment with efficient ones,
ingal renewable technologes.

Conduct a street lighting program — e.g., in Santo Domingo and/or Santiago.
Identify main streets where replacement of bulbs can have tangible cost savings.

34  THEWHOLESALE M ARKET
3.4.1 Implement the Commercial Information System

Our andyss of the development of the wholesdle dectricity market in the
Dominican Republic pointed out that the commercid information system required by the
Reglamento for the compuitation of transactions among dl participants has not been
implemented. Apparently, the obstacle isthe lack of proper metering equipment at the
interconnection of EGEHID’ s hydro facilities with the transmisson network. The lack of
acomplete information system diminishes the transparency of the market and threatens
the market’ s financid viability. Without complete information, the CO at present
computes the transmission charges owed by CDEEE by default, Snce the missng
information originatesin a CDEEE subsdiary. Asaresult, CDEEE may be overpaying
for its use of the tranamission sysem. Y et CDEEE' s prior obligations as default financid
backer for the sector have subjected it to consderable financid distress, which means that
it can hardly afford to be bearing transmission costs that may be properly alocated to
other participants. In addition, the current Stuation may encourage inefficient use of the
tranamission system by participants that are not bearing their full cogt of tranamission as
st by the July 2001 Law and Reglamento. We ther efore recommend that CDEEE
finalize the installation of the necessary measurement and communications equipment for
its interconnection points.

This action will have an important effect on the efficiency and financid
sugtainability of the market and should be assigned a high priority, e.g., within the next
three months or within three months of disbursement of funds by multilateral agencies.
CDEEE should be in charge of implementing this recommendation, in coordination with
the CO to ensure that the metering and communications equipment meets CO standards
and can be certified by the CO upon ingalation and successful testing. Multilatera
banks and donors, such asthe IBRD and IDB, and nationa development assistance
agencies, should be engaged to provide the financia resources required for
implementation.

3.4.2 Develop Additional Mechanismsfor Private Investment in
Hydrodectric Facilities

The current one-MW exemption for private developersto develop smdl hydro
has failed to produce new investment in hydro.**® In view of the high volatility of world
oil prices, and the high dependence on imported oil fuels for generation, we recommend

158 \We were given no reasons for this lack of investment, but based on other countries’ experiences, it is
possible that foreign lenders and investors find the transaction costs of funding small facilities too high,
especially given the complexities of hydrological risk and an unsettied reform (in the DR).
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that private investment in hydroelectric generation be allowed through a concession
system. This can be done through several means:

gpproving anew concessons law;

usng build-operate-trandfer (BOT) regimes, if legaly permissible; or
privatizing or cgpitaizing EGEHID and amending the July 2001 Law to
remove the public ownership requirement for hydro facilities.

Some of the above measures will require Congressional approval, and as such
they may take aggnificant amount of time. In addition, the maturation of private
investment in hydro facilities will take anumber of years, as private investors will await
the stabilization of the sector’ s reform and learn more about market rules and
hydrologica flows. Nonetheless, the reform process should begin right away, and be
accorded medium-level importance. The CNE, as the Government’ s policy-making arm
for the energy sector, should take the lead in implementing this recommendation.

3.4.3 Edablish and Publicize a Procedurefor Computing the Value of
Water for Dispatch Purposes

At present, the absence of a public method to compute the vaue of water distorts
price formation in the wholesale market. It aso deters private investment in hydro
generation, asit creates uncertainty about market revenues for hydro facilities. For the
sake of efficiency, a water valuation method must be established and made public. We
recommend the use of a standard opportunity cost method, based on current and forecast
demand for energy, value of lost load, reservoir capacity, expected inflows of water, and
other relevant reservoir characteristics. Current and forecast energy demand is
computed by the CO as part of its operating routines. The vaue of lost load has dready
been established, on the basis of the cost of adternative sources of eectrica energy for
different types of consumers. CDEEE should have plant-specific data on water inflows,
reservoir capacity, reservoir evaporation, and other factors affecting the availability of
water for generation.

Computationa steps can be publicized by sharing both the calculation software
and datawith participants. A commercidly available software package that participants
can purchase, as done in Panama, would work well (if STARNET doesn't have awater
vauation capability, we suggest consdering SDDP, areatively inexpensve software
used in much of Lain America).

Proper determination of water values may affect spot market prices, so we
recommend that the CO begin work on the preparation of a procedure right away. This
action should be accorded a high importance by the CO.

3.4.4 Modify or Periodically Review the Spot Market Price Cap

Our limited analyss of spot market price dynamics reveded limited usefulness
for the spot market price cap. At present, the cap appearsto help in limiting spot price
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pikes at times of high ail prices. When ail prices are lower, however, the benefit of the

cap in terms of dampening spot market price spikes will be lower, whereasits cost in

terms of reduced incentives for the congtruction of pesking plant will be higher. This

means that the need for the cap should be reviewed on a periodic basis, or better till, the
cap should be flexible so that it only comes into place when oil prices exceed a certain
market, e.g. US$25/bbl of WTI in the US Gulf Coast as measured by a respected index

like Platt’s. We recommend that the spot market price cap be subject to periodic review
or that it be made contingent on the level of regional crude oil prices.

3.4.5 Increase Transparency of Chargesfor Ancillary Services

Lack of trangparency in determining charges for ancillary services can distort
market efficiency and even financid sugtainability as the vaue of ancillary services
transactions in dectricity markets can at times be considerable. We recommend that the
CO enter into discussions with market participants to clarify the calculation of prices for
ancillary services, and that CO procedures and public reporting be amended to correct
any such problems.

Given the potentia importance of ancillary services transactions, we accord this
action ahigh priority for the CO. Barring any limitations imposed by the need for better
information systems, any problems should be corrected over the next three months. The
CO should be charged with implementation, as system operator and market clearing
organizetion.

3.4.6 Follow the July 2001 Law’'s Mandatein Lowering the Market Access
Threshold, and Rescind Order S E-15-2001

In our opinion, thereislittle ground to believe that migration of large usersto the
wholesae market would harm digtributors, as they are well protected contractualy and
the soon-to- be-implemented technicd tariff will diminate cross-subsidiesin the
digribution rates. It is particularly important to recall that the PPAs assigned to the
digtributors dlow the latter to lower their capacity and energy takes as large users migrate
to the wholesale market. We thus find no justification to delay application of the July
2001 Law’s market access provisions by direct or indirect means such as Order SIE-15-
2001. We recommend that the SE rescind Order SE-15-2001 and apply the July 2001
Law’ s provisions regarding the reduction in the market access threshold.

Although the threshold reduction will not likely have an immediate impact on
market competition and is thus of medium importance only, it can be implemented right
away through an SIE order.

3.4.7 Increase SIE Vigilance About Vertical Integration

We have noted that, if the July 2001 Law’s provisions regarding abuses of market
power are to have any real impact, the SIE must enforce them. As arecommendation for



routine action by the SIE, we propose aggressive enforcement of the following July 2001
Law provisions:

exclude affiliate contracts from the caculation of charges for energy and
capacity that are passed through to regulated consumersin the rates
approved by the SIE;

compstitive auctions for new contracts;

40 percent spot saes requirement for new generdtion affiliates, and

20 percent spot market purchase requirement for distributors.

We attach a very high importance to this recommendation. Although we have no
specific term for the implementing this recommendation, it should be followed closely
whenever distributors need new contracts for purchases of capacity and energy.

3.4.8 Adjust Transmission Tollsand Develop Explicit Mechanismsfor
Private Investment in Transmission

We have expressed strong concern about the finandd viability of ETED going
forward. Under the threet of litigation, the SIE has been unable to increase transmisson
tolls. Transmisson charges have gpparently been given away in PPA renegotiations, and
the July 2001 Law prohibits private involvement in transmisson, so thereisno
dterndtiveto ETED. If ETED’srevenues are insufficient to cover investment in
additiond transmission capacity, or worse yet, to cover even its operation and
mai ntenance expense, transmission bottlenecks may arise in the near future, imposing
additiona cogts on to the sector.

For these reasons, SIE must set tolls at an appropriate level, and private
involvement in transmission must be allowed. Asin the case of hydrodectric facilities,
severd choices exid for private investment: the gpprova of a new concessons law; use
of build-operate-trandfer (BOT) regimesif legdly permissble; or even the full
privatization or capitdization of ETED. In any case, transmission planning cannot be
undertaken by transmission service providers done; participation of generators, CO,
distributors, and users is needed to ensure that their interests are taken into account to the
highest possible degree. For this reason, we recommend that decisions about expanding
the transmission grid be transferred from ETED to CO, which is set up to evaluate and
discuss transmission needs for the sector.

Transmission bottlenecks can have amgor financid impact on the sector by
forcing the dispatch of higher-cost plantsin congested areas.  Over alonger term,
bottlenecks can dso distort generation Sting decisons. Similarly, one company
identified technica problems at the city-gate as a Sgnificant transmission problem. The
need to st tolls a adequate levds, to attract sufficient capital, and to plan carefully, make
this a very important recommendation. On the other hand, it involves several dements
with different time horizons.
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In the shorter term—next three months—SIE should initiate and findize a public
proceeding on establishing atransmission toll rebaancing schemeto bring tollsup to a
sugtainable leve (the scheme itsdlf can unfold over alonger trangtiond period). Over
the same term, the Reglamento should be amended to transfer transmission decisons to
the CO, and different dternatives for private sector involvement should be consdered.

A period of another three months should be used to develop the CO transmission
planning procedures. We note that CNE isin the process of drafting a planning report
thet may be useful to the CO. Meanwhile, apolicy for private invesment in transmisson
can be considered by Congress. By the end of 2003, the target should be to have more
adequate transmission talls, transmission planning respongbility under the CO, and a
scheme for gregter private investment in transmission.

3.4.9 Resolvethe Cogentrix Dispute

We understand that the Cogentrix dispute poses ddicate legd and financid issues
for both parties. Without commenting on those issues, we note the importance that this
plant has in minimizing generation shortfdls. The Government should condder, as part
of its options, usng multilatera loans to assign the PPA to the digributors or to turn it
into a merchant plant. We aso recommend that the Government continue to sudy the
option of converson to naturd gas, as natura gas will help diversfy the country’s energy
matrix and possibly lower the cost of production of the Cogentrix plant, and hence spot
market prices.

In view of the urgency of diminating blackouts, resolving the Cogentrix disputeis of
high importance,

3.4.10 Delay the Haina-Itabo Merger Until a Thorough Study of Competitive
Implicationsis Completed

It gppears that the merger of Hainaand Itabo will produce ahigh leve of
concentration in asmall market. The risk of adverse impact on market competition is
high, especidly since SIE is dill in the process of growing into a full-fledged
independent regulator and has limited cgpabiilities a this time to monitor monopolistic
practices.

We recommend that the SIE initiate a proceeding to study the proposed merger,
possibly hiring internationally recognized experts on antitrust issues to assist in
evaluating the impact of the Haina-ltabo merger on the wholesale market. The
proceeding should be conducted under SIE’ s public processes so that the public may
participate and expresstheir views. SIE may wish to hold public hearings on this matter,
including adversarid hearings with witnesses and cross-examination as ameans of
edtablishing arecord for itsfindings. After SIE has conducted a thorough review of the
proposed merger, it should issueits findings of fact and law, and issue an order that
ether, (i) rgects the merger, (ii) approves the merger, or (iii) gpproves the merger with
conditions.
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3.4.11 Establish Clear and Aggressive Targets for Reduction of Technical
Lossesat Transmission and Distribution Levels

Even though overdl losses have declined sgnificantly since the capitdization
took place, they are dill very high by internationd standards, and financid sugtainability
will not occur unless technical losses are substantidly reduced. Unlike non-technical
losses, with must be addressed within broader law enforcement, cultura, and poverty-
related themes, technical losses can and must be addressed by ETED and the distributors
through investment programs. We recommend that |0ss reduction targets be established,
either by the CO as a condition of market participation, or by SE. Alternatively, if the
management contracts are renegotiated, sandards for the distribution companies can be
addressed at that time.

125



ATTACHMENT |

Training Attachment
Examples of training that could be conducted in the next six months:

(a) All Ingtitutions
Market definitions— NOTE: the law itsdlf identifies private and public
“ingtitutions” as part of the dectric sub-sector™®; it isimportant that greater
digtinction be given to the types of inditutions— whether regulatory, private
company or non-Government, €tc.
Public Information, Awareness and Participation- incdluding training of media,
non-government organizations, government bodies (SIE, CNE, etc.),
community groups.
Basic Market Operation of Electricity Sector
Roles and Responsihilities

(b) CNE

" Policy making — time lines; prioritizing reform actions
Reform of eectricity markets (comparative world experience)
Roles and respongibilities

(c) SIE
" Ovedl ralein the emerging market
Docketing system
Internal management of Regulatory Body (job descriptions)
Public hearings
Regulatory process
Development of tariffs
Legd and regulaory drafting
Reform of eectricity markets (comparative world experience)
Investigative and Compliance issues (legd, technicd, regulatory)
Enforcement — gpplication of pendties, fines
How to identify monopoligtic practicesin the market

Preparation of data and information on procedures to determine rates, historic
and expected values
Public Affairs

(1) Distribution Companies

Customer Service — at thistime, Government assistance or at least some type of
collaborative effort to build company expertise in customer service would benefit

159 Title 111, July 2001 Law.
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the company, the market and ultimately help the Government to achieve reforms.
This could become a condition of company contracts where performance
parameters are set; some training could be provided by Government or viaa
donor program.

Community and Social Action — The culture often associated with companiesin
market settings engaging in loca community activities has not sufficiently

evolved. AES does engage in community activities; it has built adinic and school
and works with locdl leadersin areas of service; other companies do not.
Government should consder the development of some type of community
linkages awareness program to involve companies as a natura and important part
of community not outsde.

(2) Consumer Groups/Church Groups — now isan optima timeto leverage the
networks and power of community based groups to support or impede sector
reform. Cagpacity building and ongoing information exchanges are criticd to
assuring that al stakeholders are effective. Government should immediaidy
explore existing areas where capacity building efforts of donors and other
Government ministries can be leveraged. (e.g., USAID assstance to NGOs,
etc.)

(3) Pact for Stability and Economic Development —asthis Pact develops, it is
possible that some training may be of use.
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ATTACHMENT 11

Comision Nacional de Energia

Republica Dominicana

March 6th, 2003

RUDDY & MUIR, LLP
1717 K Street, NW Suite 600
Washington, AD 20036

Attention: Mr. Thomas P. Gross

Attorney at Law

Dear Mr. Gross:

1.
2.

10.

11.

Which is the participation of the President’s office in the decision’s making of the sector?

The payment of the energy of the public sector is discounted monthly by the distributors of the energy
that CDEEE delivers to the Wholesale Market.

At the present time there is not a narrow relationship of work among the Superintendence of Electricity
(SIE) and the National Energy Commission (CNE); as well as we have never made observations or
criticized their actions. h some occasions, we have sent them our opinion about specific cases, with the
purpose to offer them a different vision.

The poor institutionalism among the institutions, specifically, Superintendence of Electricity (SIE) and
National Energy Commission (CNE), is due to at the short time that they have been created and to the
implementation of the new regulator frame of the market.

You have mentioned in your report that information that are given to the CNE by the Agents are not
managed with the confidentiality that they require. Usually, we don't receive information from Agents;
the same ones are received through the SIE. The information that has arrived to us directly from the
Agents, have been managed very zealously by the CNE.

You indicate that the CDEEE is treated in a different way, being favored by the Resolutions emitted by
the SIE or the Coordinating Body (OC). We don't have any information that endorses that asseveration;
however, we have many communications from the CDEEE, claiming mistreatment.

The CNE, at the moment is developing the bases necessary to have an appropriate and active
participation in the electric market. Actually, CNE is involved in the conclusion of different projects. The
National Energy Information System, the model of the electric demand and the indicative planning of the
transmission and generation of the System.

The Decree that created the Presidency Commission for the sustainability of the electric sector was
based for a specific goal; this Commission will disappear as soon as these problems have a solution.

The President of the Board of CNE is the Ministry of Industry and Commerce and not the Ministry of
Finances.

The PRA program is technical and administratively directed for the Social Cabinet. So much the
CDEEE, CNE and be SIE offer them the logistical support and the “know how” that they need to be
managed in the sector.

The Resolution 15 had validity up to December 31, 2002.

We respect your opinion about CDEEE that it's still plays as regulator in the market; we are conscious that
CDEEE operates as a simple agent in the market.

Best Regards,
George A. Reinoso
Executive Director
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